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PART I

This report, including the sections entitled “Cautionary Statements and Risk Factors,”
“Management’s Discussion and Analysis or Plan of Operation” and “Description of Business,” contains
“forward-looking statements” that include information relating to future events, future financial
performance, strategies, expectations, competitive environment, regulation and availability of resources.
These forward-looking statements include, without limitation, statements regarding: proposed new
services; our expectations concerning litigation, regulatory developments or other matters; statements
concerning projections, predictions, expectations, estimates or forecasts for our business, financial and
operating results and future economic performance; statements of management’s goals and objectives;
and other similar expressions concerning matters that are not historical facts. Words such as “may,”
“will,” “should,” “could,” “would,” “predicts,” “potential,” “continue,” “expects,” “anticipates,” “future,”
“intends,” “plans,” “believes” and “estimates,” and similar expressions, as well as statements in future
tense, identify forward-looking statements.
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Forward-looking statements should not be read as a guarantee of future performance or results,
and will not necessarily be accurate indications of the times at, or by which, that performance or those
results will be achieved. Forward-looking statements are based on information available at the time they
are made and/or management’s good faith belief as of that time with respect to future events, and are
subject to risks and uncertainties that could cause actual performance or results to differ materially from
those expressed in or suggested by the forward-looking statements. Important factors that could cause
these differences include, but are not limited to:

e the worldwide demand for coal;

e the price of coal;

e the supply of coal and other competitive factors;

o the costs to mine and transport coal;

e the ability to obtain new mining permits;

o the costs of reclamation of previously mined properties;
» therisks of expanding coal production;

e industry competition;

e  our ability to continue to execute our growth strategies;
e  general economic conditions; and

o other factors discussed under the headings “Cautionary Statements and Risk Factors,”
“Management’s Discussion and Analysis of Financial Condition and Results of Operations”
and “Description of Business.”

Forward-looking statements speak only as of the date they are made. You should not put undue
reliance on any forward-looking statements. We assume no obligation to update forward-looking
statements to reflect actual results, changes in assumptions or changes in other factors affecting forward-
looking information, except to the extent required by applicable securities laws. If we do update one or
more forward-looking statements, no inference should be drawn that we will make additional updates
with respect to those or other forward-looking statements.




Item 1. Description of Business
Corporate Overview

National Coal Corp. engages principally in the business of mining coal in Eastern Tennessee and
Southeastern Kentucky. We own the coal mineral rights to approximately sixty-five thousand (65,000)
acres and lease another approximate twelve thousand one hundred (12,100) acres in Tennessee, and own
the coal mineral rights to approximately eleven thousand seven hundred (11,700) acres and lease another
approximate eighteen thousand two hundred (18,200) acres in Kentucky. We commenced mining coal in
July 2003 from a surface mine in Tennessee. At December 31, 2004, we were extracting coal from four
deep mines and one surface mine.

We engage in coal production by locating, assembling, leasing, assessing, permitting and
developing coal properties in Eastern Tennessee and Southeastern Kentucky. After obtaining permits
from the U.S. Department of the Interior, Office of Surface Mining (*OSM”) and posting reclamation
bonds, we mine our properties for the extraction of coal minerals, and then sell the coal on a per ton basis
at previously negotiated rates, primarily to state run utility companies. The reclamation bonds typically
take the form of letters of credit or direct cash deposits with OSM. At December 31, 2004, we had
$257,500 on deposit with OSM, had approximately $4.27 million of cash invested in certificates of
deposit, against which irrevocable bank letters of credit are written in favor of OSM and had posted a
$700,000 letter of credit in favor of OSM secured by our executive office building.

We typically sell our coal for a specified tonnage amount and at a negotiated price pursuant to
short-term and long term contracts. We also price coal sales on a one-day or one-shipment tonnage
amount. The price per ton for these types of sales typically fluctuates in direct correlation to the price per
ton of coal quoted on the New York Mercantile Exchange, referred to as the “spot price.” We intend to
continue to reduce the price volatility for our coal by entering long-term supply contracts (contracts in
excess of one year) for a majority of our coal production, which generally will provide us a fixed price for
our coal over the term of the contract. We will continue to use the spot market to sell surplus coal
produced above our long-term contract commitments.

We also sell coal that we purchase from third party coal producers on a case by case basis. We
only enter into these transactions when the price per ton paid to these third party producers is below the
price per ton at which we are able to sell the coal, usually from short term contracts. Additionally, when
capacity is available, we charge third party coal producers a negotiated price per ton for their use of our
load-out facility located in Turley, TN. This load-out facility allows easy, direct access to load previously
mined coal onto rail cars for shipment to their customers. We do not expect the sale of coal purchased
from third party producers or the rental to third parties of our load-out facility to represent a material
portion of our future business.

During calendar 2004, we made significant advancements towards the realization of our long
term business strategy by growing our mining operations through both acquisitions and organic growth.
We funded this growth primarily by closing multiple debt and equity financing transactions. As a result
of our growth, we had more substantial mining operations as compared to calendar 2003, and as such
were able to sign a number of long term contracts with both utility and industrial customers. Our 2004
highlights include:

Acquisitions: We acquired the following assets:

e In April 2004, we acquired from U.S. Coal, Inc., mining permits, a wash plant, a rail
load-out facility, and mining equipment for an aggregate purchase price of $4.2
million plus the assumption of certain liabilities;

e In May 2004, we acquired land from Cumberland Timber Company, LLC for an
aggregate purchase price of $631,000 payable in cash and stock;
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e In October 2004, we acquired from Robert Clear Coal Corporation, mining assets
including mining permits, a crusher and tipple, and mining equipment for an
aggregate purchase price of $5.5 million plus the assumption of certain liabilities
and the obligation to replace $3.9 million of the seller’s reclamation bonds; and

e In November 2004, we acquired from Appalachian Fuels, LLC, mining permits, a
wash plant, a rail load-out facility, and mining equipment for an aggregate purchase
price of $12.5 million plus the assumption of certain liabilities and the obligation to
replace $6.5 million of the seller’s reclamation bonds.

Financing Activities: We raised the following proceeds from debt and equity financings:

e In February 2004, we raised gross proceeds of $2.75 million from the sale of
1,250,000 shares of common stock;

e In April and May 2004, we raised gross proceeds of $7.5 million from the sale of
debentures and common stock purchase warrants;

. In July 2004, we borrowed $663,300 from a bank;

e In August 2004, we issued $16.0 million of Series A convertible preferred stock and
common stock purchase warrants for gross proceeds of $11.3 million in cash
proceeds and the cancellation of $4.7 million of the debentures issued in April and
May 2004;

e In August 2004, we raised gross proceeds of $3.0 million from the sale of
debentures convertible into Series A preferred stock;

. In November 2004, we obtained a $21.0 million senior secured credit facility,
pursuant to which we immediately borrowed gross proceeds of $15.0 million; and

e In December 2004, we raised gross proceeds of $3.6 million from the sale of
additional Series A convertible preferred stock and common stock purchase
warrants upon the exercise of additional purchase rights granted in our August 2004
financing.

Long-Term Contracts. During 2004, we signed six supply contracts with terms of at least one
year with 3 utility and 3 industrial customers, pursuant to which we have committed to sell 984,000,
660,000, 600,000, and 120,000 tons of coal during calendar years 2005 through 2008, respectively.

The coal industry has been highly competitive with very low margins in the past several years.
Recently, the surge in prices for natural gas has made coal more competitive with that alternative energy
source which has enabled coal-fired power plants, using the latest clean air compliant scrubber
technology, to be price competitive with natural gas-fired plants. We believe this has and will continue to
cause increased demand for coal for the foreseeable future, resulting in higher prices and improved
margins for our product. However, the price of coal is volatile, and there can be no assurances that the
price of coal will not drop below current levels. To reduce our exposure to fluctuations in the price of
coal, we intend to maintain long term contracts with respect to a majority of our coal production.

We estimate that our cost of commencing mining operations at a new mine is approximately
$500,000 to $750,000, including the cost of reclamation bonds. Presently we do not generate sufficient
cash from operations to fund new mine development and our expansion into new mines therefore depends
on our ability to raise the required funds through debt or equity offerings. If we are not able to raise
additional financing or if such financing is not available on acceptable terms, we may be unable to expand
our mining operations beyond current production levels.

Our historical operations prior to April 30, 2003 reflect only the operations of National Coal
Corporation, a Tennessee corporation. Prior to April 30, 2003, National Coal Corp., a Florida corporation
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formerly known as Southern Group International, Inc., was a “blank check” company, which is a
company that has no specific business plan or purpose or has indicated that its business plan is to engage
in a merger or acquisition with an unidentified company or companies. On April 30, 2003, National Coal
Corp. consummated a reorganization in which all of the outstanding shares of National Coal Corporation,
a privately-held Tennessee corporation, were exchanged for 8,549,975 shares of National Coal Corp. a
Florida corporation. National Coal Corporation was formed in January 2003, and from inception through
June 30, 2003, National Coal Corporation was in the exploration stage with no operating revenue. During
the third quarter of 2003, we commenced coal mining operations and, accordingly, are no longer in the
exploration stage. As a result of the reorganization of the group and the commencement of operating
activities, our results for the eleven months from inception (January 30, 2003) to December 31, 2003 are
not comparable to those for the twelve months ended December 31, 2004.

Coal Industry Background

Coal is one of the world’s most abundant, efficient and affordable natural resources, and is used
primarily as fuel for the generation of electricity. According to the Energy Information Administration,
or EIA, a division of the Department of Energy, greater than 51% of all electricity consumed in the
United States in 2003 was generated using coal.

As the table below indicates, coal fueled more electricity production in the United States in recent
years than all other fuel sources combined.

Electricity Fuel Sources (based on net generation):

1990 1995 2001 2002 2003
Coal...ccconiiiiiis 525 % 51.0 % 509 % 502 % 513 %
Nuclear.........ccoo.c... 19.0 20.1 20.6 20.2 19.8
Hydro ....ccoccoveneinnens 9.6 9.3 5.8 6.8 7.1
Natural Gas.............. 12.3 14.8 17.1 17.9 16.3
Other ... 6.6 4.8 5.6 4.9 3.5
Total ...cooeeveeenne. 100.0 % 100.0 % 100.0 % 100.0 % 100.0 %

Source: Department of Energy’s Energy Information Administration Monthly Energy Review, June 2004.

The United States is the second largest coal producer in the world, exceeded only by China.
Other leading coal producers include Australia, India and South Africa. The United States has the largest
coal reserves in the world, with an estimated 250 years of supply based on current usage rates. United
States coal reserves are more plentiful than United States oil or natural gas reserves, with coal
representing more than 85% of the nation’s fossil fuel reserves.

United States coal production has nearly doubled during the past 30 years. Based on statistics
reported by EIA, in 2003, total United States coal production was estimated to be 1.07 billion tons.
Approximately 67% of United States coal is produced by surface mining methods, while the remaining
33% is produced by underground mining methods.

The United States coal industry operates under a highly developed regulatory regime that governs
all mining and mine safety activities, including land reclamation, which requires mined lands to be
restored in accordance with plans submitted by us and approved by OSM.

Coal Markets

The EIA expects domestic consumption of coal by electric generators to grow at an annual rate of
1.4% per year from 2001 through 2025, predicated on natural gas price assumptions of $2.88 per million
British Thermal Unit, or Btu, in 2005 and $3.30 in 2010. Demand from domestic electric generators
accounts for more than 92% of domestic coal consumption. The EIA projects annual coal use growth by
electric generators of nearly 400 million tons by 2025.
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U.S. Coal Consumption by Sector

Coal is the primary resource used in the United States for the generation of electricity. It is also
used by steel companies to make products with furnaces, by industrial users for heat and power
generation, and a variety of manufacturing and processing facilities such as paper mills, chemical plants
and cement manufacturers. The breakdown of coal consumption by major sector for 2003 and 2002 is as
follows:

U.S. Coal Production by Major Sector (in million tons):

2003 2002
% of % of
Tons Total Tons Total
Electric power plants................ 1004.3 91.7% 977.5 91.2%
Industrial plants..........cccccueneee. 86.2 7.9% 84.4 8.4%
Residential/Commercial........... 4.2 0.4% 4.4 0.4%
Total oo 1,094.7 100.0% 1,006.4 100.0%

Source: Department of Energy’s Energy Information Administration, Annual Coal Report 2003.
Sources of Coal Demand Growth

In the aggregate, coal-fueled plants currently utilize approximately 70% of their capacity,
although the optimal sustainable capacity utilization is estimated at 85% for a typical plant, and most
plants can run at higher rates for short periods. An increase from 70% capacity utilization to 85%
capacity utilization would translate into approximately 200 million tons of additional annual coal
consumption.

In addition to expected greater utilization of existing plants, a number of new coal-fueled
generating plants have been announced in recent years to meet the United State’s needs for inexpensive
base-load energy generating capacity.

Regional Coal Markets

Coal is mined from coalfields throughout the United States, with the major production centers
located in the Powder River Basin, Central/Southern Appalachia, Northern Appalachia, the Illinois Basin
and in other western coalfields. The breakdown of historical and projected coal production by supply
region is as follows:

U.S. Coal Production by Supply Region (in million tons):

Historical Projected
2001 2003 2005 2010 2015 2020
Powder River Basin...................... 408 400 410 509 563 632
Central/Southern Appalachia........ 290 250 272 286 286 280
Northern Appalachia .................... 143 125 131 124 120 128
[llinois Basin.........cc.ocoovireervnrnnnns 95 88 103 102 104 107
Other Western US ... 194 206 200 200 205 204
Other..cooniii e, 9 2 9 9 8 8
Total oo 1,139 1,071 1,125 1,230 1,286 1,359

Source: Energy Information Administration, Annual Energy Outlook 2004.

We operate in the Central/Southern Appalachia region. The Central/Southern Appalachia region
contains coalfields in eastern Kentucky, Tennessee, Alabama, southwestern Virginia, and central and
southern West Virginia. Production in Central/Southern Appalachia has decreased from approximately
305 million tons in 1996 to approximately 250 million tons in 2003. Production declined in all major
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sections of Central/Southern Appalachia except for southern West Virginia, which has grown due to the
expansion of more economically attractive surface mines. The region has experienced significant
consolidation in the past several years due to modest demand growth and strong competition from
western coal. Central/Southern Appalachian operators market approximately 67% of their coal to electric
generators, principally in the southeastern United States. Central/Southern Appalachia producers also sell
extensively in the export market and to industrial customers. The coal of Central/Southern Appalachia
has an average heat content of 12,500 Btu per pound and generally has low sulfur content.

Coal Characteristics

There are four types of coal: lignite, sub-bituminous, bituminous and anthracite. Each has
characteristics that make it more or less suitable for different end uses. In general, coal of all geological
composition is characterized by end use as either “steam coal” or “metallurgical coal,” sometimes known
as “met coal.” Steam coal is used by electricity generators and by industrial facilities to produce steam,
electricity or both. Metallurgical coal is refined into coking coal, which is used in the production of steel.
Heat value and sulfur content, the two most important coal characteristics, determine the best end use of
particular types of coal. Our coal is generally characterized as steam coal.

Heat Value

The heat value of coal is commonly measured in Btu per pound of coal. Coal found in the eastern
and mid-western regions of the United States tends to have a heat content ranging from 10,000 to 15,000
Btu per pound. Most coal found in the western United States ranges from 8,000 to 10,000 Btu per pound.
The weight of moisture in coal, as sold, is included in references to Btu per pound of coal in this
document, unless otherwise indicated.

Sulfur Content

Sulfur content can vary from seam to seam and sometimes within each seam. Coal combustion
produces sulfur dioxide, the amount of which varies depending on the chemical composition and the
concentration of sulfur in the coal. Low sulfur coal has a variety of definitions, and in this document
“low sulfur” is referred to coal with sulfur content of 2.0% or less by weight. Compliance coal refers to
coal with a sulfur content of less than 1.2 pounds per million Btu. The strict emissions standards of the
Clean Air Act have increased demand for low sulfur coal. We expect continued high demand for low
sulfur coal as electric generators meet the current Phase II requirements of the Clean Air Act (1.2 pounds
or less of sulfur dioxide per million Btu).

Sub-bituminous coal typically has lower sulfur content than bituminous coal, but some
bituminous coal in Colorado, eastern Kentucky, Tennessee, southern West Virginia and Utah also has low
sulfur content.

Other

Ash is the inorganic residue remaining after the combustion of coal. As with sulfur content, ash
content varies from seam to seam. Ash content is an important characteristic of coal because electric
generating plants must handle and dispose of ash following combustion.

Moisture content of coal varies by the type of coal, the region where it is mined and the location
of coal within a seam. In general, high moisture content decreases the heat value and increases the weight
of the coal, thereby making it more expensive to transport. Moisture content in coal, as sold, can range
from approximately 5% to 30% of the coal’s weight.

When some types of coal are super-heated in the absence of oxygen, they form a hard, dry, caking
form of coal called “coke”. Steel production uses coke as a fuel and reducing agent to smelt iron ore in a
blast furnace.




Coal Mining Techniques

Coal mining operations commonly use four distinct techniques to extract coal from the ground,
and one relatively new technique. The most appropriate technique is determined by coal seam
characteristics such as location and recoverable reserve base. Drill hole data are used initially to define
the size, depth and quality of the coal reserve area before committing to a specific extraction technique.
All coal-mining techniques rely heavily on technology; consequently, technological improvements have
resulted in increased productivity. The four most common mining techniques are continuous mining,
longwall mining, truck-and-shovel mining, and dragline mining, and the newer technique is highwall
mining. We use continuous mining and truck-and-shovel mining techniques and, subject to our ability to
acquire adequate financing, we anticipate implementing highwall mining within the next six months.

Continuous Mining. Continuous mining is an underground mining method in which main
airways and transportation entries are developed and remote-controlled mining equipment, referred to as
“continuous miners”, extract coal from “rooms,” leaving “pillars” to support the roof. Shuttle cars
transport coal from the face to a conveyor belt for transport to the surface. This method is often used to
mine smaller coal blocks or thin seams, and seam recovery is typically approximately 50%. Productivity
for continuous mining averages 25 to 50 tons per miner shift.

Truck-and-Shovel Mining. Truck-and-shovel mining is an open-cast method that uses large
electric-powered shovels to remove overburden, which is used to backfill pits after coal removal. Shovels
load coal in haul trucks for transportation to the preparation plant or rail load-out. Seam recovery using
the truck-and-shovel method is typically 90%. Productivity depends on equipment, geological
composition and the ratio of overburden to coal. Productivity varies between 250 to 400 tons per miner
shift in the Powder River Basin to thirty to 80 tons per miner shift in Eastern regions of the United States.

Highwall Mining. Highwall mining is a method of coal mining in which a continuous mining
machine is driven by remote control into the seam exposed by previous open cut operations, or
“highwall”, which was the result of surface mining operations. A continuous haulage system carries the
coal from the miner to an open-air installation for stockpiling and transport. This process forms a series
of parallel, unsupported drives. It is vital that the coal pillars remaining between adjacent drives are
capable of supporting the overburden structure.

It is generally easier to mine coal seams that are thick and located close to the surface than thin
underground seams. Typically, coal-mining operations will begin at the part of the coal seam that is
easiest and most economical to mine. In the coal industry, this characteristic is referred to as “low ratio.”
As the seam is mined, it becomes more difficult and expensive to mine because the seam either becomes
thinner or protrudes more deeply into the earth, requiring removal of more material over the seam, known
as the “overburden.” For example, many seams of coal in the Midwest are five to ten feet thick and
located hundreds of feet below the surface. In contrast, seams in the Powder River Basin of Wyoming
may be eighty feet thick and located only fifty feet below the surface.

Once the raw coal is mined, it is often crushed, sized and washed in preparation plants where the
product consistency and heat content are improved. This process involves crushing the coal to the
required size, removing impurities and, where necessary, blending it with other coal to match customer
specifications.

Technology

Coal mining technology is continually evolving and improving, among other things, underground
mining systems and larger earth-moving equipment for surface mines, as well as highwall mining
equipment. For example, longwall mining technology has increased the average recovery of coal from
large blocks of underground coal from 50% to 70%. At larger surface mines, haul trucks have capacities
of 240 to 400 tons, which is nearly double the maximum capacity of the largest haul trucks used a decade




ago. This increase in capacity, along with larger shovels and draglines, has increased overall mine
productivity.

Coal Prices

Coal prices vary dramatically by region and are determined by a number of factors. The two
principal components of the delivered price of coal are the price of coal at the mine, which is influenced
by mine operating costs and coal quality, and the cost of transporting coal from the mine to the point of
use. Electric utilities purchase coal on the basis of its delivered cost per million Btu.

Price at the Mine. The price of coal at the mine is influenced by geological characteristics such
as seam thickness, overburden ratios and depth of underground reserves. Eastern United States coal is
more expensive to mine than western coal, because of thinner coal seams and thicker overburden.
Underground mining, prevalent in the eastern United States, has higher labor costs than surface mining
including costs for labor benefits and healthcare and high capital costs, including modern mining
equipment and construction of extensive ventilation systems.

In addition to the cost of mine operations, the price of coal at the mine is also a function of
quality characteristics such as heat value, sulfur, ash and moisture content. Met coal has higher carbon
and lower ash content and is usually priced $4 to $10 per ton higher than steam coal produced in the same
regions. Higher prices are paid for special coking coal with low volatility characteristics.

Transportation Costs. Coal used for domestic consumption is generally sold freight on board, or
FOB, at the mine, as described above, and the purchaser normally bears the transportation costs. Export
coal, however, is usually sold at the loading port, and coal producers are responsible for shipment to the
export coal-loading facility and the buyer pays the ocean freight.

Most electric generators arrange long-term shipping contracts with rail or barge companies to
assure stable delivered costs. Transportation can be a large component of the buyer’s cost. Although the
customer pays the freight, transportation cost is still important to coal mining companies because the
customer may choose a supplier largely based on the cost of transportation. According to the National
Mining Association, railroads account for nearly two-thirds of total United States coal shipments. Trucks
and overland conveyors haul coal over shorter distances, while lake carriers and ocean vessels move coal
to export markets. Some domestic coal is shipped over the Great Lakes. Most coal mines are served by a
single rail company, but much of the Powder River Basin is served by two competing rail carriers.

Deregulation of the Electricity Generation Industry

Congress enacted the Energy Policy Act of 1992 to stimulate competition in electricity markets
by giving wholesale suppliers access to the transmission lines of United States electricity generators. In
April 1996, the Federal Energy Regulatory Commission (“FERC”) issued the first of a series of orders
establishing rules providing for open access to electricity transmission systems. The federal government
is currently exploring a number of options concerning utility deregulation. Some individual states are
also proceeding with their own deregulation initiatives.

The pace of deregulation differs significantly from state to state. As of September 2003,
seventeen states and the District of Columbia had either enacted legislation leading to the deregulation of
the electricity market or issued a regulatory order to implement retail access that would allow customers
to choose their own supplier of generation. Five states have delayed restructuring and twenty seven are
not actively pursuing deregulation. In California, where supply and demand imbalances created
electricity supply shortages, the California Public Utilities Commission suspended deregulation.

A possible consequence of deregulation is downward pressure on fuel prices. However, because
of coal’s cost advantage and because some coal-fueled generating facilities are underutilized in the




current regulated electricity market, we believe that additional coal demand would arise as electricity
markets are deregulated if the most efficient coal-fueled power plants are operated at greater capacity.

QOur Operations

We currently are mining coal from one surface mine and four deep mines in Eastern Tennessee
and Southeastern Kentucky. At March 1, 2005, we were attempting to secure permits for four surface
mines and seven deep mines to open additional mines on our properties. The following table provides
operational information for calendar 2004 about our active mines at December 31, 2004:

2004 Tons 2004 Tons Date Established
Mine Description Location Produced Shipped or Acquired
Surface mine TN #7.... Elk Valley, TN 26,300 25,600 October 2004
Deep mine TN #1 ....... Devonia, TN 25,700 24,900 August 2004
Deep mine TN #9 ....... Smokey Junction, TN 131,000 128,200 April 2004
Deep mine TN #11 ..... Smokey Junction, TN 12,200 9,200 November 2004
Deep mine KY #l....... Straight Creek, KY 15,100 14,300 November 2004

Total ....coocveveeenen 210,300 202,200

Surface Mine TN #7: In late October 2004, we acquired from Robert Clear Coal Corporation
permits and mining rights to surface mine #7 pursuant to a lease agreement on approximately 7,000 acres
of land located in the Elk Valley area of Eastern Tennessee, and commenced extracting coal soon
thereafter. The mining rights included TN permit #3154 which was originally permitted for the removal
of approximately 7.1 million tons of coal from a surface mine at this location. We estimate that at
December 31, 2004, there was approximately 6.0 million tons of coal remaining to be mined pursuant to
the permit. Coal produced from this location is typically trucked directly to one of our customers without
any processing (i.e. the coal is not first sent to a wash facility prior to delivery to a customer).

Deep Mine TN #1: In August 2004, we began mining operations at deep mine TN #1 pursuant to
a lease agreement with Lexington Coal, LLC. Deep mine TN #1 is on part of The New River Tract —
65,000 acres purchased in the second calendar quarter 2003 (see “Area of Interest” below) - and the lease
agreement with Lexington Coal was part of the original agreement when we purchased The New River
Tract. The mine is located near Devonia, TN. We are mining pursuant to permit #3026 which was
originally permitted for the removal of approximately 800,000 tons of coal from this deep mine. We
estimate that at December 31, 2004, there was approximately 774,000 tons of coal remaining to be mined
pursuant to the permit. Coal produced from this location is typically trucked to our wash plant in Smoky
Junction, TN and then trucked to our tipple facility in Turley, TN where the coal is either trucked directly
to one of our customers or sent via rail. The Turley tipple, which is adjacent to a portion of the Norfolk
Southern rail line, and the Smoky Junction wash plant, were assets acquired from U.S. Coal, Inc.

Deep Mine TN #9: In mid April 2004, we acquired from U.S. Coal, Inc., mining rights to deep
mine TN #9 which is located near Smoky Junction, TN, and immediately commenced extracting coal.
The mining rights included permit #3151 which was permitted for the removal of approximately 400,000
tons of coal from this deep mine. We estimate that at December 31, 2004, there was approximately
269,000 tons of coal remaining to be mined pursuant to the permit. Coal produced from this location is
typically processed at our wash plant in Smoky Junction, TN and then trucked to our tipple facility in
Turley, TN where the coal is either trucked directly to one of our customers or sent via rail.

Deep Mine TN #11: In mid April 2004, we acquired from U.S. Coal, Inc., mining rights to deep
mine TN #11 pursuant to a lease agreement U.S. Coal had with the Tennessee Valley Authority (“TVA”)
and located near Smoky Junction, TN. We commenced extracting coal in mid November 2004. The
mining rights included permit #TN-018 which was originally permitted for the removal of approximately
2.6 million tons of coal from this deep mine. We estimate that at December 31, 2004, there was
approximately 2.59 million tons of coal remaining to be mined pursuant to the permit. Coal produced
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from this location is typically trucked to our wash plant in Smoky Junction, TN and then trucked to our
tipple facility in Turley, TN where the coal is either trucked directly to one of our customers or sent via
rail.

Deep Mine KY #1: In late November 2004, we acquired from Appalachian Fuels, LLC, mining
rights and permits on approximately 31,000 acres of land located on the Straight Creek and Pine
Mountain properties in Southeastern Kentucky, and commenced operating on deep mine KY #1 at the
Straight Creek location soon thereafter. The mining rights included KY permit #8480233 which was
originally permitted for the removal of approximately 3.9 million tons of coal from two deep mines at the
Straight Creek location. We estimate that at December 31, 2004, there was approximately 3.0 million
tons of coal remaining to be mined pursuant to the permit. Coal produced from this location is typically
sent via rail from the Viall tipple which is adjacent to parts of the CSX rail line directly to one of our
customers after first being processed at a nearby wash plant. Both the Viall tipple and nearby wash plant
were assets acquired from Appalachian Fuels.

In September 2004, we ceased mining operations at our surface mine TN # 2 located in Devonia,
TN. This was our first mine at which we began mining operations in July 2003.

Areas of Interest

We own the coal mineral rights to approximately sixty-five thousand (65,000) acres and lease
another approximate twelve thousand one hundred (12,100) acres in Anderson, Campbell and Scott
Counties, Eastern Tennessee, and own the coal mineral rights to approximately eleven thousand seven
hundred (11,700) acres and lease another approximate eighteen thousand two hundred (18,200) acres in
Bell, Harlan and Leslie Counties in Southeastern Kentucky. The Tennessee property we own is
sometimes referred to as the New River Tract mineral rights assemblage, which had previously been
mined by Tennessee Mining, Inc., and is located approximately twenty-five miles northwest of Knoxville,
Tennessee. Portions of the mineral rights extend into Anderson, Campbell and Scott Counties,
Tennessee. The property we lease from the TVA is adjacent to the New River Tract and covers areas on
both Cross Mountain and Adkins Mountain, which extends into Anderson, Campbell and Scott Counties,
Tennessee. We also lease property from Lexington Coal, LLC which is located in Anderson County,
Tennessee. The mineral rights we acquired from Robert Clear Coal Corporation are located in the Elk
Valley area of Eastern Tennessee. The mineral rights we acquired from Appalachian Fuels, LLC are
located in Bell, Clay and Harlan Counties, Kentucky.

The following chart lists our active permitted mines, inactive permitted mines, the total tonnage

allowed to be mined pursuant to the approved permits issued by OSM, and the estimated permitted tons
remaining to be mined at December 31, 2004:
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Total Remaining

Permit Permitted Permitted

Mine Description: Number Tons Tons
Active Mines:
Surface mine TN #7 ................. 3154 7,151,000 6,000,000
Deep mine TN #1 ...oceeveiiennnn, 3026 800,000 774,000
Deep mine KY #1 & #2............ 8480233 3,900,000 3,000,000
Deep mine TN #9 ...ocoooiieene 3151 400,000 269,000
Deep mine TN #11 ..., TN-018 2,600,000 2,588,000

Sub Total.........coovvevernne, 14,851,000 12,631,000
Permitted but Inactive Mines:
Surface mine TN #3 ..........c...... 3138 930,000 930,000
Surface mine TN #4 ................. 3140 2,600,000 2,600,000
Deep mine TN #12 ... 3153 500,000 500,000
Deep mine TN #10................... TN-016 1,250,000 1,250,000

Sub Total......ccccovevverrnnee. 4,350,000 4,350,000

Totalcovvoeviciiieer e, 19,201,000 16,981,000

Transportation

Our Tennessee and Kentucky operations are both within a few miles of major interstate
highways, which provide access for trucking transport of our coal. Our Turley, TN rail load-out facility is
immediately adjacent to a portion of the Norfolk Southern rail system, and our Straight Creek, KY rail
load-out facility is immediately adjacent to a portion of the CSX rail system.

Geology

Known coal bearing strata on the New River Tract property include coal beds from the Crab
Orchard and Crooked Fork groups, and the Slatestone, Indian Bluff, Graves Gap, Red Oak Mountain,
Vowell Mountain and Cross Mountain formations. Only coal seams from the Blue Gem coal, located
near the top of the Slatestone formation upwards, occur on the New River Tract. Core drilling has
indicated the existence of coal as low as the Wilder coals at the top of the Gizzard Group. The strata that
exists above the water drainage level consist mainly of relatively thick shale and siltstone sequences with
sandstone layers. Coal seams occur in the shale sequences. There are six coal seams on the New River
Tract that we are targeting, and all of these seams are above the water drainage level. There are other coal
seams that contain coal, but insufficient information is available to estimate mineability. The northern
portion of the New River Tract property has not been explored by core drilling because the terrain
generally 1s more difficult to access and the costs to explore this area are greater than we are willing to
expend at this time.

Known coal bearing strata on the Straight Creek, Kentucky property include coal beds in the
Hazard 4A and Copeland seams (on Pine Mountain) and Hazard 8 seam (on Straight Creek Mountain).
Unlike the New River Tract, we have not had an internal report prepared by outside professional
geologists for our Straight Creek property. We do however intend to engage an outside firm within the
next twelve months to prepare such information.

Railroad Loading and Washplant Facilities

We currently have two active railroad loading facilities; one in Turley, Tennessee, and one in
Straight Creek, Kentucky, and one inactive railroad loading facility in Smoky Junction, Tennessee. We
also have railroad facilities located at Devonia, Tennessee, where Tennessee Mining, Inc. was active until
the spring of 1998. The Devonia location is currently idle and requires capital improvements to become
operational. A washplant facility is located at all four of the above railroad facilities. The washplants in
Smoky Junction and Straight Creek are fully functional, and the washplants in Devonia and Turley are in

12




need of capital improvements to become operational. We intend, subject to availability of funds, to
improve the rail and washplant facilities where necessary to serve our production needs.

Reserves

We do not disclose coal “reserves” in our financial statements. “Reserves,” to be so classified,
must (i) be based upon reasonably accurate scientific data and professional analysis, (i1) be recoverable
(economically and physically), (iii) have a permitted and operating mine facility at the coal location, and
(iv) be subject to current sales. We have not satistied all of these requirements with respect to our coal
mineral rights. To record coal reserves, in addition to the other requirements, we would have to engage a
geologist to render a professional report indicating the recoverable tonnage on the portions of our
property which are being actively mined.

Permitting

Mining companies must obtain numerous permits that impose strict regulations on various
environmental and safety matters in connection with coal mining. These provisions include requirements
for coal prospecting, mine plan development, topsoil removal, storage and replacement, selective
handling of overburden materials, mine pit backfilling and grading, protection of the hydrologic balance,
subsidence control for underground mines, surface drainage control, mine drainage and mine discharge
control and treatment, and revegetation.

We must obtain permits from applicable state regulatory authorities before we begin to mine
reserves. The mining permit application process is initiated by collecting baseline data to adequately
characterize the pre-mine environmental condition of the permit area. This work includes surveys of
cultural resources, soils, vegetation, wildlife, assessment of surface and ground water hydrology,
climatology and wetlands. In conducting this work, we collect geologic data to define and model the soil
and rock structures and coal that will be mined. We develop mine and reclamation plans by utilizing this
geologic data and incorporating elements of the environmental data. The mine and reclamation plans
incorporate the provisions of the Surface Mining Control and Reclamation Act of 1977 (the “SMCRA”),
the state programs and the complementary environmental programs that impact coal mining. Also
included in the permit application are documents defining ownership and agreements pertaining to coal,
minerals, oil and gas, water rights, rights of way, and surface land and documents required of the Office
of Surface Mining’s Applicant Violator System.

Once a permit application is prepared and submitted to the regulatory agency, it goes through a
completeness review, technical review and public notice and comment period before it can be approved.
Some SMCRA mine permits can take over a year to prepare, depending on the size and complexity of the
mine and often take six months to sometimes two years to receive approval. Regulatory authorities have
considerable discretion in the timing of the permit issuance and the public has rights to comment on and
otherwise engage in the permitting process, including through intervention in the courts.

We do not believe there are any substantial matters that pose a risk to maintaining our existing
mining permits or hinder our ability to acquire future mining permits (except availability of cash for bond
deposits). It is our policy to ensure that our operations are in full compliance with the requirements of the
SMCRA and the state laws and regulations governing mine reclamation.

Our Strategy

Our strategy primarily is to grow our business by expanding our coal producing capabilities by
acquiring additional active mines and obtaining permits to open new mines on our existing properties.
We intend to submit approximately four to six new permit applications each year to open new mines on
our properties, which we intend to fund from operations, and acquire additional mines and related
properties on a case by case basis, which we intend to fund from the sale of debt and/or equity securities.
Additionally, we intend to obtain greater price certainty for our coal by entering into long-term sales
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contracts, which we define as contracts with an initial term of one year or greater, for approximately 75%
of our coal production.

Marketing and Sales

Our marketing and sales efforts are based in the corporate office in Knoxville, TN and are led by
our Vice President of Sales, who has over twenty-five years of sales experience in the coal industry. Our
sales efforts primarily are focused on increasing our customer base of state-run electric utilities primarily
in the Southeastern region of the United States. We are also targeting industrial customers. We do not
export any of our coal, and do not anticipate exporting any of our production for the foreseeable future.

During the year ended December 31, 2004, we sold over 356,000 tons of coal, 134,000 tons of
which were sold in the fourth quarter at an average price of nearly $47.50 per ton, resulting in
approximatelv $16.9 million in coal sales. Our top two customers, both state-run utilities, represented
approximately 55% of these coal sales.

Customers

During the twelve months ended December 31, 2004, we generated all of our coal sales revenue
from fourteen customers, six of which were electric utilities, six of which were industrial companies, and
two of which were coal resellers. All of our sales in 2003 and in the first nine months of 2004 were made
pursuant to short term contracts with our electric utility and industrial customers. Sales to coal resellers
were made on a spot basis. Most of our coal sales in the fourth quarter 2004 were derived from long-term
contracts. We intend to expand the number of customers we serve as our coal production increases, and
to enter into long term contracts for approximately 75% of our coal production to obtain greater price
certainty for our coal. At December 31, 2004, we had six contracts of one year or longer. The following
table summarizes, as of December 31, 2004, the tons of coal that we are committed to deliver at prices
determined under existing long-term contracts, which prices are subject to change under the terms of our
contracts, during the calendar years 2005 through 2008:

Calendar Year Tons Avg. $/ Ton Dollar Value

2005 984,000 $55.47 $54,581,900

2006t 660,000 $53.86 $35,550,000

2007 i 600,000 $53.40 $32,040,000

2008....cciiii 120,000 $51.00 $6,120,000

Total oo 2,364,000 $54.27 $128,291,900
Competition

The coal industry is intensely competitive. There are numerous producers in the coal producing
regions in which we operate. We compete with several major and a number of smaller coal producers in
the Central/Southern Appalachia area. We also compete with producers of other fuels used in electricity
generation, including nuclear, natural gas and hydroelectric producers. We compete with other coal
producers and producers of other fuels based on a delivered cost per heating value unit basis. In addition
to competition from other fuels, coal quality, the marginal cost of producing coal in various regions of the
country, and transportation costs are major determinants of the price for which our coal can be sold.

Regulatory Matters

Federal, state and local authorities regulate the United States coal mining industry with respect to
matters such as employee health and safety, permitting and licensing requirements, air quality standards,
water pollution, plant and wildlife protection, the reclamation and restoration of mining properties after
mining has been completed, the discharge of materials into the environment, surface subsidence from
underground mining, and the effects of mining on groundwater quality and availability. The Mine Safety
and Health Administration, or MSHA, is the U.S. Department of Labor agency responsible for the health
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and safety of miners. The Office of Surface Mining, or OSM, is the Department of the Interior agency
which governs the issuance of permits and is responsible for overseeing the reclamation, restoration and
other environmental processes for our industry.

In addition, the industry is affected by significant legislation mandating certain benefits for
current and retired coal miners. Numerous federal, state and local governmental permits and approvals
are required for mining operations. We believe that we have obtained all permits currently required to
conduct our present mining operations and are in compliance with all MSHA and OSM regulations
pursuant to our operations. We may be required to prepare and present to federal, state or local
authorities data pertaining to the effect or impact that a proposed development for, or production of, coal
may have on the environment. These requirements could prove costly and time-consuming, and could
delay commencing or continuing development or production operations. Future legislation and
administrative regulations may emphasize the protection of the environment and, as a consequence, our
activities may be more closely regulated. Such legislation and regulations, as well as future
interpretations and more rigorous enforcement of existing laws, may require substantial increases in
equipment and operating costs and delays, interruptions or a termination of operations, the extent of
which cannot be predicted.

We endeavor to conduct our mining operations in compliance with all applicable federal, state
and local laws and regulations. However, because of extensive and comprehensive regulatory
requirements, violations during mining operations occur from time to time in the industry. The majority
of any such violations result from natural causes, such as heavy rainfall or diverse temperature conditions,
that cause the physical changes to the land surface or water levels then resulting in excess sedimentation
in streams or land slides. None of the violations to date or the monetary penalties assessed upon us have
been material.

Mine Safety and Health

Stringent health and safety standards have been in effect since Congress enacted the Coal Mine
Health and Safety Act of 1969. The Federal Mine Safety and Health Act of 1977 significantly expanded
the enforcement of safety and health standards and imposed safety and health standards on all aspects of
mining operations.

Most of the states, including the states of Tennessee and Kentucky in which we operate, have
state programs for mine safety and health regulation and enforcement. Collectively, federal and state
safety and health regulation in the coal mining industry is perhaps the most comprehensive and pervasive
system for protection of employee health and safety affecting any segment of United States industry.
While regulation has a significant effect on our operating costs, our United States competitors are subject
to the same degree of regulation.

Environmental Laws

We are subject to various federal, state and foreign environmental laws. Some of these laws,
discussed below, place many requirements on our coal mining operations. Federal and state regulations
require regular monitoring of our mines and other facilities to ensure compliance.

Surface Mining Control and Reclamation Act

The SMCRA, which is administered by OSM, establishes mining, environmental protection and
reclamation standards for all aspects of surface mining as well as many aspects of deep mining. Mine
operators must obtain SMCRA permits and permit renewals for mining operations from the OSM. Where
state regulatory agencies have adopted federal mining programs under the act, the state becomes the
regulatory authority, as in Kentucky where we operate.
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SMCRA permit provisions include requirements for coal prospecting; mine plan development;
topsoil removal, storage and replacement; selective handling of overburden materials; mine pit backfilling
and grading; protection of the hydrologic balance; subsidence control for underground mines; surface
drainage control; mine drainage and mine discharge control and treatment; and re-vegetation.

Before a SMCRA permit is issued, a mine operator must submit a bond or otherwise secure the
performance of reclamation obligations. The Abandoned Mine Land Fund, which is part of SMCRA,
requires a fee on all coal produced. The proceeds are used to reclaim mine lands closed prior to 1977 and
to pay health care benefit costs of orphan beneficiaries of the Combined Fund. The fee, which partially
expired on September 30, 2004, is $0.35 per ton on surface-mined coal and $0.15 per ton on deep-mined
coal. Since that date, a fee is assessed each year to cover the expected health care benefit costs of the
orphan beneficiaries. We are current on all Abandoned Mine Land Fund payments.

SMCRA stipulates compliance with many other major environmental programs. These programs
include the Clean Air Act, Clean Water Act, Resource Conservation and Recovery Act (“RCRA”),
Comprehensive Environmental Response, Compensation, and Liability Acts (“CERCLA”) superfund and
employee right-to-know provisions. Besides OSM, other Federal and State regulatory agencies are
involved in monitoring or permitting specific aspects of mining operations.  The United
States Environmental Protection Agency (“EPA”)is the lead agency for States or Tribes with no
authorized programs under the Clean Water Act, RCRA and CERCLA. The United States Army Corps
of Engineers (“COE”) regulates activities affecting navigable waters and the United States Bureau of
Alcohol, Tobacco and Firearms (“ATF”) regulates the use of explosive blasting.

We do not believe there are any substantial matters that pose a risk to maintaining our existing
mining permits or hinder our ability to acquire future mining permits. It is our policy to comply with all
requirements of the Surface Mining Control and Reclamation Act and the state laws and regulations
governing mine reclamation.

Clean Air Act

The Clean Air Act, the Clean Air Act Amendments and the corresponding state laws that regulate
the emissions of materials into the air, affect coal mining operations both directly and indirectly. Direct
impacts on coal mining and processing operations may occur through Clean Air Act permitting
requirements and/or emission control requirements relating to particulate matter, such as fugitive dust,
including future regulation of fine particulate matter measuring 10 micrometers in diameter or smaller.
The Clean Air Act indirectly affects coal mining operations by extensively regulating the air emissions of
sulfur dioxide, nitrogen oxides, mercury and other compounds emitted by coal-fueled electricity
generating plants.

Clean Water Act

The Clean Water Act of 1972 affects coal mining operations by establishing water quality
standards and regulating alteration of surface water bodies. Much of the responsibility for standard
setting, monitoring, and enforcement is delegated to state agencies, with federal oversight. There are
three major aspects in the standard-setting process. First, the states establish use designations for all
surface water bodies. Second, scientifically-based water quality criteria (numeric or narrative) are
established to be protective of the designated uses. These criteria include total maximum daily load
(“TMDL”) discharge standards which are monitored and enforced through the National Pollution
Discharge Elimination System (“NPDES”). Water discharges from each mine operation are regulated
within the NPDES process. The third component is the anti-degradation standard, which establishes
characteristics of “high quality streams”, and prohibits their degradation. Standards for discharging water
from mine sites to high quality streams are very stringent. Upgrading stream designations to “high
quality” in the areas in which coal mine operations are located can potentially result in increased water
treatment costs that can increase both permitting costs and coal production costs.
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Resource Conservation and Recovery Act

The Resource Conservation and Recovery Act (“RCRA™), which was enacted in 1976, affects
coal mining operations by establishing requirements for the treatment, storage and disposal of hazardous
waste. Coal mine waste, such as overburden and coal cleaning waste, are exempted from hazardous
waste management.

Subtitle C of RCRA exempted fossil fuel combustion wastes from hazardous waste regulation
until the EPA completed a report to Congress and made a determination on whether the wastes should be
regulated as hazardous. In a 1993 regulatory determination, the EPA addressed some high-volume, low-
toxicity coal combustion wastes generated at electric utility and independent power producing facilities.
In May 2000, the EPA concluded that coal combustion wastes do not warrant regulation as hazardous
under RCRA. The EPA is retaining the hazardous waste exemption for these wastes. However, the EPA
has determined that national non-hazardous waste regulations under RCRA Subtitle D are needed for coal
combustion wastes disposed in surface impoundments and landfills and used as mine-fill. The agency
also concluded beneficial uses of these wastes, other than for mine filling, pose no significant risk and no
additional national regulations are needed. As long as this exemption remains in effect, it is not
anticipated that regulation of coal combustion waste will have any material effect on the amount of coal
used by electricity generators.

Federal and State Superfund Statutes

Superfund and similar state laws affect coal mining and hard rock operations by creating a
liability for investigation and remediation in response to releases of hazardous substances into the
environment and for damages to natural resources. Under Superfund, joint and several liabilities may be
imposed on waste generators, site owners or operators and others regardless of fault.

Global Climate Change

The United States, Australia, and more than 160 other nations are signatories to the 1992
Framework Convention on Climate Change, which is intended to limit emissions of greenhouse gases
such as carbon dioxide. In December 1997, in Kyoto, Japan, the signatories to the convention established
a binding set of emission targets for developed nations. Although the specific emission targets vary from
country to country, the United States would be required to reduce emissions to 93% of 1990 levels over a
five-year budget period from 2008 through 2012. Although the United States did not ratify the emission
targets and no comprehensive regulations focusing on greenhouse gas emissions are in place, these
restrictions, whether through ratification of the emission targets or other efforts to stabilize or reduce
greenhouse gas emissions, could adversely affect the price and demand for coal. According to the Energy
Information Administration’s Emissions of Greenhouse Gases in the United States 2001, coal accounts
for 32% of greenhouse gas emissions in the United States, and efforts to control greenhouse gas emissions
could result in reduced use of coal if electricity generators switch to lower carbon sources of fuel. In
March 2001, President Bush reiterated his opposition to the Kyoto Protocol and further stated that he did
not believe that the government should impose mandatory carbon dioxide emission reductions on power
plants. In February 2002, President Bush announced a new approach to climate change, confirming the
Administration’s opposition to the Kyoto Protocol and proposing voluntary actions to reduce the
greenhouse gas intensity of the United States. Greenhouse gas intensity measures the ratio of greenhouse
gas emissions, such as carbon dioxide, to economic output. The President’s climate change initiative calls
for a reduction in greenhouse gas intensity over the next ten years, which is approximately equivalent to
the reduction that has occurred over each of the past two decades.
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Glossary of Terms

Ash. The impurities consisting of iron, alumina and other incombustible matter contained in coal.
Since ash increases the weight of coal, it adds to the cost of handling and can affect the burning
characteristics of coal.

British Thermal Unit or “Btu.” A measure of the thermal energy required to raise the
temperature of one pound of pure liquid water one degree Fahrenheit at the temperature at which water
has its greatest density (39 degrees Fahrenheit).

Clean Air Act Amendments. A comprehensive set of amendments to the federal law governing
the nation’s air quality adopted in 1990. The Clean Air Act was originally passed in 1970 to address
significant air pollution problems in our cities. The 1990 amendments broadened and strengthened the
original law to address specific problems such as acid deposition, urban smog, hazardous air pollutants
and stratospheric ozone depletion.

Coal Seam. Coal deposits occur in layers. Each layer is called a “seam.”

Compliance Coal. The coal having a sulfur dioxide content of 1.2 pounds or less per million Btu,
as required by Phase II of the Clean Air Act.

Continuous Mining. A form of underground, room-and-pillar mining that uses a continuous
mining machine to cut coal from the seam and load it onto conveyors or into shuttle cars in a continuous
operation.

Deep Mine. Anunderground coal mine.

Fossil Fuel. Fuel such as coal, petroleum or natural gas formed from the fossil remains of
organic material.

Highwall Mining. Highwall mining is a method of coal mining in which a continuous mining
machine is driven by remote control into the seam exposed by previous open cut operations, or
“highwall”, which was the result of surface mining operations. A continuous haulage system carries the
coal from the miner to an open-air installation for stockpiling and transport. This process forms a series
of parallel, unsupported drives.

Metallurgical Coal. Various grades of coal suitable for carbonization to make coke for steel
manufacture. Also known as “met” coal, it possesses four important qualities: volatility, which affects
coke yield; the level of impurities, which affects coke quality; composition, which affects coke strength;
and basic characteristics, which affect coke oven safety. Met coal has a particularly high Btu, but low ash
content.

Overburden. The Layers of earth and rock covering a coal seam. In surface mining operations,
overburden is removed prior to coal extraction.

Overburden Ratio/Stripping Ratio. The amount of overburden that must be removed compared
to a given quantity of coal. It is commonly expressed in cubic yards per ton of coal or as a ratio
comparing the thickness of the overburden with the thickness of the coal bed.

Pillar. An area of coal left to support the overlying strata in a mine. Pillars are sometimes left
permanently to support surface structures.

Reclamation. A process of restoring land and the environment to an approved state following
mining activities. The process commonly includes “re-contouring” or reshaping the land to its
approximate original appearance, restoring topsoil and planting native grass and ground covers.
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Reclamation operations are usually underway before the mining of a particular site is completed.
Reclamation is closely regulated by both state and federal law.

Reserve. That part of a mineral deposit that could be economically and legally extracted or
produced at the time of the reserve determination.

Roof A stratum of rock or other mineral above a coal seam or the overhead surface of an
underground coal working place. Same as “back” or “top.”

Room-and-Pillar Mining. The most common method of underground mining in which the mine
roof is supported mainly by coal pillars left at regular intervals. Rooms are placed where the coal is
mined; pillars are areas of coal left between the rooms. Room-and-pillar mining is done either by
conventional or continuous mining.

Scrubber (flue gas desulfurization unit). Any of several forms of chemical/physical devices
which operate to neutralize sulfur compounds formed during coal combustion. These devices combine
the sulfur in gaseous emissions with other chemicals to form inert compounds, such as gypsum, that must
then be removed for disposal. Although effective in substantially reducing sulfur from combustion gases,
scrubbers require about 6% to 7% of a power plant’s electrical output and thousands of gallons of water to
operate.

Steam Coal. Coal used by power plants and industrial steam boilers to produce electricity or
process steam. It generally is lower in Btu heat content and higher in volatile matter than metallurgical
coal.

Sub-Bituminous Coal. A dull, black coal that ranks between lignite and bituminous coal. Its
moisture content is between 20% and 30% by weight, and its heat content ranges from 7,800 to 9,500 Btu
per pound of coal.

Sulfur. One of the elements present in varying quantities in coal that contributes to
environmental degradation when coal is burned. Sulfur dioxide is produced as a gaseous by-product of
coal combustion.

Sulfur Content. Coal is commonly classified by its sulfur content due to the importance of sulfur
in environmental regulations. “Low sulfur” coal has a variety of definitions but typically is used as a
classification for coal containing 1.0% or less sulfur.

Surface Mine. A coal mine in which the coal lies near the surface and can be extracted by
removing the covering layer of soil (see “Overburden™). About 60% of total United States coal
production comes from surface mines.

Ton. A “short” or net ton is equal to 2,000 pounds. A “long” or British ton is 2,240 pounds; a
“metric” ton is approximately 2,205 pounds. The short ton is the unit of measure referred to in this
document.

Truck-and-Shovel Mining. A form of mining where large shovels are used to remove
overburden, which is used to backfill pits after the coal is removed. Smaller shovels load coal in haul
trucks for transportation to the preparation plant or rail loading facility.

Underground Mine. Also known as a “deep” mine. Usually located several hundred feet below
the earth’s surface, an underground mine’s coal is removed mechanically and transferred by shuttle car or
conveyor to the surface. Most underground mines are located east of the Mississippi River and account
for about 40% of annual United States coal production.
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Employees

At December 31, 2004, we had 159 full-time employees, of which 136 were engaged in direct
mining operations, seven in mining supervision, and sixteen in executive management, sales, legal and
general administration. None of our employees are covered by a collective bargaining agreement. We
consider our relationship with our employees to be favorable. We currently utilize the services of one
independent consultant in research. The miners and supervisors are based in Eastern Tennessee; the Chief
Executive Officer/President, and the General Counsel are based in Knoxville, Tennessee; and the Chief
Financial Officer is based in Knoxville, but lives outside of Los Angeles, California.

Item 2. Description of Property

Our executive offices are located at 8915 George Williams Road, Knoxville, TN 37923; the
telephone number is (865) 690-6900 and the facsimile number is (865) 691-9982. We own our corporate
office space. The bases of operations for our mining activities are located in Anderson, Campbell and
Scott Counties, Tennessee, and Bell, Harlan and Leslie Counties, Kentucky. We also lease storage space
in Eastern Tennessee to house our maps and other geological data. We have pledged our corporate office
space as collateral to secure a bank letter of credit issued in favor of OSM for a portion of one of our
reclamation bonds. Additionally, we have granted our secured lender a security interest in all our owned
and leased mining properties.

Item 3. Legal Proceedings
We are not involved in any legal proceedings that require disclosure in this report.
Item 4. Submission of Matters to a Vote of Securities Holders

On or about October 27, 2004, the following actions were approved by written consent of
shareholders who collectively held a majority of the voting power of our capital stock, and by
shareholders who collectively held more than 75% of the voting power of our Series A Cumulative
Convertible Preferred Stock.

L. A 1-for-4 reverse stock split of our issued and outstanding common stock;

2. An amendment to the 2004 National Coal Corp. Option Plan to increase the number of
authorized shares from 1,500,000 to 2,750,000; and

3. Amendments to our Articles of [ncorporation to provide that:

e any action required or permitted to be taken at any annual or special meeting
of shareholders may be taken only upon the vote of the shareholders at an
annual or special meeting, and may not be taken by written consent of the
shareholders; and

e the Board of Directors of National Coal shall consist of not less than one (1)
nor more than fifteen (15) members, the exact number of directors to be fixed
from time to time by resolution of the Board of Directors.

As of October 27, 2004, the shareholders submitted their consents with respect to 6,473,638
shares of our outstanding common stock and 808.67 shares of our outstanding Series A preferred stock,
representing approximately 61.8% of our total issued and outstanding voting stock. On December 20,
2004, we delivered an Information Statement on Schedule 14C to all of our registered shareholders as of
October 27, 2004. The actions approved by our shareholders became effective on January 12, 2005.
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PART 11
Item 5. Market for Common Equity and Related Stockholder Matters
Common Stock

Our common stock is quoted on the Over-The-Counter Bulletin Board under the symbol
“NCOC.” Prior to the third quarter of 2003, there was no established trading market for our common
stock. The following table sets forth, for the periods indicated, the high and low bid information for the
common stock, as determined from sporadic quotations on the Over-the-Counter Bulletin Board, as well
as the total number of shares of common stock traded during the periods indicated. The information has
been adjusted to reflect a one-for-four reverse stock split of our common stock which took effect at the
close of business on January 12, 2005, after the periods presented. The following quotations reflect inter-
dealer prices, without retail mark-up, mark-down or commission, and may not represent actual
transactions.

High Low Volume

Year Ended December 31, 2003

First QUArter.....c.coovvereevereneseeiee e $ 2.40 $ 2.40 0

Second Quarter .........cocovvveiiiciniieniiee e 2.40 2.40 0

Third Quarter........cooceeviviieieeieeiee 2.40 1.80 36,200

Fourth Quarter ........c.cceeveveevveerieeiee e, 2.04 0.88 25,000
Year Ended December 31, 2004

First QUarter........ooovevveeiieeee e $ 5.60 $ 0.88 72,579

Second Quarter .........oococevveiiiniiiie 5.80 3.60 155,483

Third Quarter...........ccooeeieeiiiii 12.60 5.00 119,944

Fourth Quarter ...........oecvvvievieeiicceceeee, 16.00 8.20 281,000

On March 18, 2005, the closing sales price of our common stock as reported on the Over-The-
Counter Bulletin Board was $6.15 per share. As of January 31, 2005, there were approximately 154
shareholders of record of our common stock.

We have submitted an application to The Nasdaq Stock Market, Inc. for our common stock to be
quoted on the NASDAQ SmallCap Market. We anticipate that NASDAQ will make a decision on our
application shortly following our filing of this report.

Dividends

We have never paid dividends on our common stock. We intend to retain any future earnings for
use in our business. We are restricted from making cash dividend payments on our common stock under
the terms of our Series A 5% convertible preferred stock and senior secured credit facility. We are
required to make semi-annual cash dividend payments to holders of our Series A 5% convertible
preferred stock on June 30 and December 31. On December 31, 2004, we paid approximately $281,000
in dividends to the holders of our Series A convertible preferred stock.

Recent Sales of Unregistered Securities

In October 2004, we issued 399,312 shares of our common stock upon the exercise of warrants
originally issued by National Coal Corporation and assumed by National Coal Corp. in April 2003, for
proceeds to us of $887,488. Each of the investors in these transactions represented to us that the investor
was an “accredited investor” within the meaning of Rule 501 of Regulation D under the Securities Act of
1933, and that such investor was receiving the securities for investment and not in connection with a
distribution thereof. The issuance and sales of these securities was exempt from the registration and
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prospectus delivery requirements of the Securities Act pursuant to Section 4(2) of the Securities Act as
transactions not involving any public offering.

In October 2004 Crestview Capital Master, LLC exercised its right and converted $2,694,902 of
convertible notes into 1,347,451 of our common shares. The issuance of these securities was exempt
from the registration requirements of the Securities Act pursuant to Section 3(a)(9) of the Securities Act
as an exchange by the issuer with its existing security holders where no commission or other
remuneration is paid for soliciting such exchange.

In August and September 2004 we issued 395,396 shares of our common stock upon the exercise
of warrants issued in our April-May 2004 financings. All of the warrants were exercised on a cashless
basis with the exception of 25,000 shares for which we were paid $100,001. During the April-May
financings we raised in separate transactions gross proceeds of $7.5 million pursuant to a series of
separate private placement financings of senior secured promissory notes that were due to mature in April
and May 2005 and three-year warrants to purchase up to an aggregate of 625,000 shares of our common
stock at an exercise price of $4.00 per share. This indebtedness was repaid in full in August and
September 2004. Each of the investors in the April-May financing transactions represented to us that the
investor was an “accredited investor” within the meaning of Rule 501 of Regulation D under the
Securities Act of 1933, and that such investor was receiving the securities for investment and not in
connection with a distribution thereof. The issuance and sales of these securities was exempt from the
registration and prospectus delivery requirements of the Securities Act pursuant to Section 4(2) of the
Securities Act as transactions not involving any public offering.

22



Item 6. Management’s Discussion and Analysis or Plan of Operation

The following discussion and analysis should be read together with the Consolidated Financial
Statements of National Coal Corp. and the “Notes to Consolidated Financial Statements” included
elsewhere in this report. This discussion summarizes the significant factors affecting the consolidated
operating results, financial condition and liquidity and cash flows of National Coal Corp. for the fiscal
years ended December 31, 2003 and 2004. Except for historical information, the matters discussed in this
Management’s Discussion and Analysis or Plan of Operation are forward-looking statements that involve
risks and uncertainties and are based upon judgments concerning various factors that are beyond our
control.

Overview

National Coal Corp. engages principally in the business of mining coal in Eastern Tennessee and
Southeastern Kentucky. We own the coal mineral rights to approximately sixty-five thousand (65,000)
acres and lease another approximate twelve thousand one hundred (12,100) acres in Tennessee, and own
the coal mineral rights to approximately eleven thousand seven hundred (11,700) acres and lease another
approximate eighteen thousand two hundred (18,200) acres in Kentucky. We commenced mining coal in
July 2003 from a surface mine in Tennessee. At December 31, 2004, we were extracting coal from four
deep mines and one surface mine.

During calendar 2004, we made significant advancements towards the realization of our long
term business strategy by growing our mining operations through both acquisitions and organic growth.
We funded this growth primarily by closing multiple debt and equity financing transactions. As a result
of our growth, we had more substantial mining operations as compared to calendar 2003, and as such
were able to sign a number of long term contracts with both utility and industrial customers. Our 2004
highlights include:

Acquisitions: We acquired the following assets:

. In April 2004, we acquired from U.S. Coal, Inc., mining permits, a wash plant, a rail
load-out facility, and mining equipment for an aggregate purchase price of $4.2
million plus the assumption of certain liabilities;

¢+ In May 2004, we acquired land from Cumberland Timber Company, LLC for an
aggregate purchase price of $631,000 payable in cash and stock;

o  In October 2004, we acquired from Robert Clear Coal Corporation, mining assets
including mining permits, a crusher and tipple, and mining equipment for an
aggregate purchase price of $5.5 million plus the assumption of certain liabilities
and the obligation to replace $3.9 million of the seller’s reclamation bonds; and

e In November 2004, we acquired from Appalachian Fuels, LLC mining permits, a
wash plant, a rail load-out facility, and mining equipment for an aggregate purchase
price of $12.5 million plus the assumption of certain liabilities and the obligation to
replace $6.5 million of the seller’s reclamation bonds.

Financing Activities: We raised the following proceeds from debt and equity financings:

e In February 2004, we raised gross proceeds of $2.75 million from the sale of
1,250,000 shares of common stock;

e In April and May 2004, we raised gross proceeds of $7.5 million from the sale of
debentures and common stock purchase warrants;

. In July 2004, we borrowed $663,300 from a bank;
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e In August 2004, we issued $16.0 million of Series A convertible preferred stock and
common stock purchase warrants for gross proceeds of $11.3 million in cash
proceeds and the cancellation of $4.7 million of the debentures issued in April and
May 2004;

e In August 2004, we raised gross proceeds of $3.0 million from the sale of
debentures convertible into Series A preferred stock;

e In November 2004, we obtained a $21.0 million senior secured credit facility,
pursuant to which we immediately borrowed gross proceeds of $15.0 million; and

e In December 2004, we raised gross proceeds of $3.6 million from the sale of
additional Series A convertible preferred stock and common stock purchase
warrants upon the exercise of additional purchase rights granted in our August 2004
financing.

Long-Term Contracts. During 2004, we signed six supply contracts with terms of at least one
year with 3 utility and 3 industrial customers, pursuant to which we have committed to sell 984,000,
660,000, 600,000 and 120,000 tons of coal during calendar years 2005 through 2008, respectively.

Our historical operations prior to April 30, 2003 reflect only the operations of National Coal
Corporation, a Tennessee corporation. Prior to April 30, 2003, National Coal Corp., a Florida corporation
formerly known as Southern Group International, Inc., was a “blank check” company, which is a
company that has no specific business plan or purpose or has indicated that its business plan is to engage
in a merger or acquisition with an unidentified company or companies. On April 30, 2003, National Coal
Corp. consummated a reorganization in which all of the outstanding shares of National Coal Corporation,
a privately-held Tennessee corporation, were exchanged for 8,549,975 shares of National Coal Corp., a
Florida corporation. National Coal Corporation was formed in January 2003, and from inception through
June 30, 2003, National Coal Corporation was in the exploration stage with no operating revenue. During
the third quarter of 2003, we commenced coal mining operations and, accordingly, are no longer in the
exploration stage. As a result of the reorganization of the group and the commencement of operating
activities, our results for the eleven months from inception (January 30, 2003) to December 31, 2003 are
not comparable to those for the twelve months ended December 31, 2004.

Critical Accounting Policies, Judgments and Estimates

The discussion and analysis of our financial condition and results of operations are based upon
our consolidated financial statements, which have been prepared in accordance with accounting principles
generally accepted in the United States. The preparation of these financial statements requires us to make
estimates and judgments that affect the reported amounts of assets, liabilities, revenues and expenses, and
related disclosure of contingent assets and liabilities. On an on-going basis, we evaluate our estimates,
including those related to computing depreciation, depletion, amortization, accretion, reclamation
liability, asset impairment, valuation of non-cash transactions, and recovery of receivables. Estimates are
then based on historical experience and on various other assumptions that are believed to be reasonable
under the circumstances, the results of which form the basis for making judgments about the carrying
values of assets and liabilities that are not readily apparent from other sources. Actual results may differ
from these estimates under different assumptions or conditions. Our use of estimates, however, is limited,
as we have adequate time to process and record actual results from operations.

We believe our most critical accounting policies include revenue recognition, the corresponding
accounts receivable and the methods of estimating depletion and reclamation expense of actual mining
operations in relation to estimated total mineable tonnage on our properties. We believe the following
accounting policies affect our more significant judgments and estimates used in preparation of our
consolidated financial statements.
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Revenue Recognition. Under SEC Staff Accounting Bulletin No. 104, “Revenue Recognition,”
we recognize revenue when all of the following criteria are met: (1) persuasive evidence of an
arrangement exists, {2) delivery has occurred or services have been rendered, (3) the seller’s price to the
buyer is fixed or determinable, and (4) collectibility is reasonably assured.

Mined Coal. In the case of coal we mine and sell, we negotiate a specific sales contract with
each customer, which includes a fixed price per ton, a delivery schedule, and terms for payment. We
recognize revenue from sales made pursuant to these contracts at the time of delivery.

Coal Royalties. We recognize coal royalty revenues on the basis of tons of coal mined by our
lessees. During 2004, we had one source of royalty revenue pursuant to our agreement with Jenco Capital
Corporation (“Jenco”). We recognized the final remaining royalties pursuant to our agreement with Jenco
in the second calendar quarter of 2004 and do not anticipate any future royalty transactions for the
foreseeable future.

Accounts Receivable. Accounts receivable balances are evaluated on a continual basis and
allowances, if any, are provided for potentially uncollectible accounts based on management’s estimate of
the collectibility of customer accounts. If the financial condition of a customer were to deteriorate,
resulting in an impairment of its ability to make payments, an additional allowance may be required.
Allowance adjustments, if any, are charged to operations in the period in which the facts that give rise to
the adjustments become known. To date, we have not had any customer whose payment was considered
past due, and as such, have not recorded any reserves for doubtful collectibility.

Asset Retirement Obligation. The Surface Mining Control and Reclamation Act of 1977 and
similar state statutes require that mine properties be restored in accordance with specified standards and
an approved reclamation plan. Significant reclamation activities include reclaiming refuse and slurry
ponds, reclaiming the pit and support acreage at surface mines, and sealing portals at deep mines.
Reclamation activities that are performed outside of the normal mining process are accounted for as asset
retirement obligations in accordance with the provisions of Statement of Financial Accounting Standards,
or SFAS, No. 143, “Accounting For Asset Retirement Obligations”. We record our reclamation
obligations on a mine-by-mine basis based upon current permit requirements and estimated reclamation
obligations for such mines as determined by the Office of Surface Mining when we post a predetermined
amount of reclamation bonds prior to commencing mining operations. The Office of Surface Mining’s
estimates of disturbed acreage are determined based on approved mining plans and related engineering
data. Cost estimates are based upon estimates approved by OSM based on historical costs. In accordance
with SFAS No. 143, we determine the fair value of our asset retirement obligations using a discounted
cash flow methodology based on a discount rate related to the rates of US treasury bonds with maturities
similar to the expected life of a mine, adjusted for our credit standing.

On at least an annual basis, we review our entire reclamation liability and make necessary
adjustments for permit changes granted by state authorities, additional costs resulting from accelerated
mine closures, and revisions to cost estimates and productivity assumptions, to reflect current experience.
At December 31, 2004, we had recorded asset retirement obligation liabilities of approximately $2.3
million. While the precise amount of these future costs cannot be determined with certainty, as of
December 31, 2004, we estimate that the aggregate undiscounted cost of final mine closure is
approximately $5.2 million.

Stock-Based Compensation. We account for stock-based compensation using Accounting
Principles Board (“APB”) Opinion No. 25, “Accounting for Stock Issued to Employees”. Under APB No.
25, compensation expense is recognized for stock options with an exercise price that is less than the
market price on the. grant date of the option. For stock options granted employees or directors with
exercise prices at or above the market value of the stock on the grant date, we have adopted the Financial
Accounting Standards Board (“FASB”) disclosure-only provisions of Statement of Financial Accounting
Standards No. 123, “Accounting for Stock-Based Compensation” (“SFAS No. 123”). Except for the
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issuance of 1,237,500 options granted to directors and officers in March 2004, we have not recorded any
compensation costs for these types of option grants.

Beneficial Conversion Feature of Debt and Preferred Stock. In accordance with Emerging
Issues Task Force No. 98-5, “Accounting for Convertible Securities with Beneficial Conversion Features
or Contingently Adjustable Conversion Ratios,” and No. 00-27, “Application of Issue No. 98-5 to Certain
Convertible Instruments,” we recognize the value of conversion rights attached to convertible debt and
equity instruments. These rights give the instrument holder the immediate ability to convert debt or
preferred equity into common stock at a price per share that is less than the trading price of the common
stock to the public. The beneficial value is calculated based on the market price of the stock at the
commitment date in excess of the conversion rate of the debt and related accruing interest or preferred
stock and is recorded as a discount to the related debt or constructive dividend to preferred stockholders
and an addition to additional paid-in capital. The debt discount is amortized and recorded as interest
expense over the remaining outstanding period of related debt.

Reserves. We do not disclose coal “reserves” in our financial statements. “Reserves,” to be so
classified, must (i) be based upon reasonably accurate scientific data and professional analysis, (ii) be
recoverable (economically and physically), (iii) have a permitted and operating mine facility at the coal
location, and (iv) be subject to current sales. We have not satisfied all of these requirements with respect
to our coal mineral rights. To record coal reserves, in addition to the other requirements, we would have
to engage a geologist to render a professional report indicating the recoverable tonnage on the portions of
our property which are permitted and being actively mined.

Recent Accounting Pronouncements

See Note #2 to Notes to Consolidated Financial Statements for a full description of recent
accounting pronouncements including the respective expected dates of adoption and effects on results of
operations and financial condition.

Results of Operations

The following table presents consolidated statement of operations data for each of the periods
indicated as a percentage of revenues.

Eleven Months Twelve Months
Ended Ended
December 31, December 31,
2003 2004
REVEIUES .....eiviitieiesitieeie ettt s stn et b e stnasaaesbesveeeanesabrens 100 % 100 %
Operating expenses:
Cost of sales and selling eXpenses.......c.cocvcevvreeirvcrienierennens 139.2 94.0
General and adminiStrative ...........ccoeeveeveriieenincnneeene e 157.2 30.8
EXPlOration COSES ......cvviuirveniirieiieieieeetecreeeiee et 6.7 2.0
Depreciation and depletion............ccccceenereninesrcnene e 21.0 12.8
AMOTTZAION ..cveeeiieiietieie sttt s 30.8 1.8
Total Operating EXpPenses ........cecvevveerreereereeiernsseeesreeeereeneees 354.9 141.4
L.0SS frOM OPETAtiONS.......ccvviveeriireeei ettt e e (254.9) (41.4)
Other income (expense):
Other income (EXPense), DeL....cccveriveivreerieiieiiee e rreeieeeneens 6.3 0.2)
FInancing fees.....cccvvrvivvieciiiirierr et eevae s -- 2.7
INtEIESt EXPENSE .eovnviiieirieeiieeeee ettt eee et se e aeas (31.3) (17.0)
INEELOSS woveieeiceiieet ettt ettt e (279.9)% (61.4)%
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Revenues

Eleven Months Twelve Months
Ended Ended Percent
December 31, 2003 December 31, 2004 Change

Coalsales .....ccoovvveiiiiice e $ 1,012,520 $ 16,871,346 *

Royalties receipts ......cccovvvreeveerreeennnenn, 178,123 103,403 (72.3%)

Other revenue........ooevvvvevveeeeeeenieieeeieeen, -- 24,163 --
Total reVENUES........ccoevvevveivveeeirceeennns $ 1,190,643 $ 16,998,912 *

* Not meaningful

We commenced mining coal in July 2003, and therefore had limited coal sales during the eleven
months ended December 31, 2003. As such, it is not meaningful to compare sales between the eleven
months ended December 31, 2003 and the twelve months ended December 31, 2004. During the twelve
months ended December 31, 2004, we generated all of our coal sales from fourteen customers, six of
which were electric utilities (73.1% of sales, with our top two representing 54.6% of total coal sales), six
of which were industrial companies (26.3% of sales), and two of which were coal resellers. All of our
sales in 2003 and in the first nine months of 2004 were made pursuant to short term contracts with our
electric utility and industrial customers. Sales to coal resellers were made on a spot basis. Most of our
coal sales in the fourth quarter 2004 were derived from long-term contracts. We intend to expand the
number of customers we serve, as our coal production increases, and to enter into long term contracts for
approximately 75% of our coal production to obtain greater price certainty for our coal. At December 31,
2004, we had six contracts of one year or longer, pursuant to which we estimate delivering an aggregate
of 984,000 tons of coal in calendar 2005. The royalty receipts for the eleven months ended December 31,
2003 and for the twelve months ended December 31, 2004 were the result of the recognition of deferred
revenue relating to our sale in August 2003 for $250,000 of royalty rights relating to coal mined on the
Smoky Mountain portion of our New River Tract property. We will not recognize any more royalty
revenue pursuant to this transaction. Other revenue for the twelve months ended December 31, 2004 was
the result of tippling fees charged to third party operators which leased one of our tipple facilities. We do
not anticipate any future royalty revenues and do not anticipate any meaningful revenues to be derived in
the foreseeable future from third party use of our tipple facilities.

Operating Expenses
Cost of sales and selling expenses

Eleven Months Twelve Months
Ended Ended Percent
December 31, 2003 December 31, 2004 Change

Cost of sales and selling expenses ........ $ 1,657,570 $ 15,978,686 *
* Not meaningful

There were no cost of sales and selling expenses prior to the second quarter 2003. For the twelve
month period ended December 31, 2004, these expenses consisted primarily of salary, benefits, worker’s
compensation and other compensation costs directly attributable to the employment of miners of
approximately $4.33 million, and direct costs paid to third party vendors whose goods and services were
directly used in the process of producing coal inventory, which included coal purchases of approximately
$2.31 million, $477,000 paid to a contract mining entity, equipment leases and maintenance expenses of
$1.13 million, blasting expenses of $448,000, fuel costs of $878,000, parts and supplies of $1.40 million,
hauling costs of $1.50 million, and royalties and taxes of approximately $911,000. The gross profit
margin for calendar 2004 was approximately 5% which is generally below the operating margins of our
competitors. This below average operating margin is mainly attributable to the ramp up phase of our
mining operations as we went from operating one mine in 2003 to operating six mines in 2004. We
expect our gross profit margins to improve and be more in line with industry averages during 2005.
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For the eleven months ended December 31, 2003, our total cost of sales and selling expenses
consisted primarily of salary, benefits and other compensation costs directly attributable to the
employment of miners of approximately $441,000, direct costs paid to third party vendors whose goods
and services were directly used in the process of producing coal inventory, which included equipment
leases and maintenance expenses of approximately $470,000, blasting expenses of $159,000, fuel costs of
$191,000, parts and supplies of $227,000, hauling costs of $66,000, and royalties and taxes of
approximately $96,000.

General and administrative expenses

Eleven Months Twelve Months
Ended Ended Percent
December 31, 2003 December 31, 2004 Change

General and administrative expenses.... $ 1,871,414 $ 5,242,437 180%

General and administrative expenses primarily include salary, benefits and related expenses;
executive, financial, and accounting consulting expenses; legal and outside audit professional fees;
insurance expenses; and travel and travel related expenses. The increase in general and administrative
expenses in the twelve month period ended December 31, 2004 compared to the eleven month period
ended December 31, 2003 is primarily attributable to an increase in salaries, benefits and related expenses
of $2.08 million, an increase of $903,000 related to the non-cash recognition of compensation expense
related to the issuance of options with strike prices below market, an increase in insurance fees of
$866,000 partially offset by a decrease in consulting fees of $456,000. This occurred as we transitioned
from our initial start-up phase, which began in the calendar third quarter 2003, during which we used
consultants, to on-going operations conducted by employees in 2004.

Exploration costs

Eleven Months Twelve Months
Ended Ended Percent
December 31, 2003 December 31, 2004 Change

Exploration CostS........ccceevveeviriereiveeneans. $ 80,367 g 343,946 328%

For the twelve month period ended December 31, 2004, we incurred exploration and
development costs of $343,946 for fees paid to professional geological and exploration experts related to
the development of mines located on our properties. For the eleven months ended December 31, 2003,
we had exploration and development expenses of $80,367. We expect our exploration costs to increase in
2005 as we increase the number of permits submitted to OSM for approval, as well as conduct further
exploration on existing mines. We do expect however that our exploration costs as a percentage of sales
will decrease in 2005 and beyond.

Depreciation and depletion expense
Eleven Months Twelve Months

Ended Ended Percent
December 31, 2003 December 31, 2004 Change

Depreciation and depletion expense...... $ 250,527 $ 2,175,133 768%

The increase in depreciation and depletion expense in the twelve month period ended December
31, 2004 compared to the eleven month period ended December 31, 2003 is primarily attributable to the
acquisition of fixed assets which resulted in an increase of approximately $1.28 million in depreciation
expenses, an increase of $504,000 in adjustments and revisions from annual re-costing of our asset
retirement obligations as well as an increase in the recognition of estimated depletion expenses of
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$115,000. Given that the coal mining business is capital intensive, we expect our depreciation expenses
to increase in 2005 and beyond as we increase our capital expenditures for mining and other equipment
needed to expand our business.

Amortization expense

Eleven Months Twelve Months
Ended Ended Percent
December 31, 2003 December 31, 2004 Change
Amortization eXpense.........oovvevvervecreennas $ 366,628 $ 298,236 (19%)

We record amortization expense for previously capitalized financing fees related to the issuance
of debt securities. These expenses are recorded using the interest method over the life of the securities. If
the securities are repaid or are converted prior to maturity, the remaining unamortized balance is
immediately recognized. We also record amortization expense for mine development costs. For the
twelve month period ended December 31, 2004, we recorded $288,531 related to financing fees,
including $212,000 of fees paid in conjunction with the August 2004 convertible debentures, and $9,705
attributed to mine development costs. For the eleven month period ended December 31, 2003, the entire
$366,628 amortization expense was for financing fees related to the issuance of debt securities in March
2003. At December 31, 2004, we had $782,500 of unamortized financing fees which will be amortized
using the interest method over 23 months, and approximately $338,900 of unamortized mine development
costs, which is recorded as part of Coal and Mineral Rights and will be amortized on a straight line basis
over 45 months.

Other Income (Expense)

Eleven Months Twelve Months
Ended Ended Percent
December 31, 2003 December 31, 2004 Change
Other income (expense), net ................ $ 75437 $ (40,682)  (154%)
Financing fees .......cccccovcvniveineccnen, - (458,187) --
Interest eXpense.....cocveeecieeeieeveivenn, (372,458) (2,890,735) 676%
Total other income (expense)............. (297,021) $ (3,389,604) 1,041%

The increase in other income (expense), net, in the twelve month period ended December 31,
2004 compared to the eleven month period ended December 31, 2003 is primarily attributable to an
increase in interest expense of approximately $2,518,000 related to $1,700,000 of interest expense
recorded pursuant to the beneficial conversion feature of the $3.0 million convertible debentures issued in
August 2004, and added borrowings for asset acquisitions made during calendar 2004, an increase of
finance fees of $458,000 related to the April debt offering and fees paid for a second amendment to our
senior credit facility, and an increase in property taxes of approximately $33,000.

Related Party Transactions

See “Certain Relationships and Related Party Transactions” included elsewhere in this report for
a full description of transactions to which we were or will be a party, in which the amount involved
exceeds $60,000, and in which any director, executive officer, shareholder of more than 5% of our
common stock or any member of their immediate family had or will have a direct or indirect material
mnterest.

Liquidity and Capital Resources

As of December 31, 2004, we had cash and cash equivalents of approximately $352,000. As of
December 31, 2004, we had negative working capital of approximately $4.0 million. We expect a
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significant use of cash during fiscal 2005 as we continue to expand our coal mining operations. We
anticipate that our current cash reserves plus cash we expect to generate from operations will not be
sufficient to fund our operational expenditures for the first six months of 2005, yet we expect to be cash
flow positive from operations commencing in the third quarter of 2005. We anticipate the need to acquire
additional assets and/or mining operations, and may be required to raise additional funds by issuing
additional equity or debt securities, the amount and timing of which will depend in large part on our
spending program. In November 2004, we entered into a senior secured credit facility and borrowed $15
million to facilitate our purchase of assets from Appalachian Fuels, LLC. We borrowed an additional
$1.4 million in January 2005 pursuant to this senior secured credit facility for the deposit on and purchase
of a $5.5 million high wall miner, and borrowed an additional $5.14 million in a separate transaction to
complete the purchase of the high wall miner equipment. We may borrow an additional $4.6 million, as
our senior secured credit facility allows for a maximum of $21 million to be borrowed.

If additional funds are raised through the issuance of equity securities, the current stockholders
may experience dilution. Furthermore, there can be no assurance that additional financings will be
available when needed or that if available, such financings will include terms favorable to our
stockholders. If such financings are not available when required or are not available on acceptable terms,
we may be unable to take advantage of business opportunities or respond to competitive pressures, any of
which could have a material adverse effect on our business, financial condition and results of operations.

Cash Flows

We currently satisfy our working capital requirements primarily through cash flows generated
from operations and sales of equity and debt securities. For the twelve months ended December 31, 2004,
we had a net increase in cash of approximately $351,000. Cash flows from operating, financing and
investing activities for the eleven months ended December 31, 2003 and the twelve months ended
December 31, 2004 are summarized in the following table:

Eleven Months Twelve Months
Ended Ended
December 31, December 31,
Activity 2003 2004
Operating aCtiVItIES....ocvrvivvevveeiiriieeireeeereeesreeeineens $ (1,541,409) $ (4,342,237)
Investing activities: (1,990,879 ) (33,417,661 )
FInancing activitIeS......cccoveeeereecreeireerorerornrenesonennn. 3,533,171 38,110,713
Net increase (decrease) In cash.........ccooeveeevennnen.., $ 883 $ 350,815

Operating Activities

The net cash used in operating activities of approximately $4.34 million during the twelve months
ended December 31, 2004 was primarily the result of the net loss of approximately $10.43 million and
increases in receivables of approximately $1.90 million, inventory of approximately $119,000, deferred
revenue of approximately $179,000, payments for reclamation obligations of approximately $87,100 and
prepaid and other of approximately $233,500 as we increased coal production during the year, partially
offset by an increase in accounts payable and accrued liabilities of approximately $3.30 million and non-
cash expenses of approximately $5.20 million. The non-cash expenses recorded during the period
included $1,700,000 of interest expense related to the beneficial conversion feature of the $3.0 million
convertible debentures issued in August 2004, $903,000 of non-cash compensation expense related to the
issuance of stock options with an exercise price below the closing price of the Company’s common stock
on the date of grant, $227,000 of non-cash compensation expense for the issuance of common stock in
consideration of salary, $165,000 of non-cash interest expense for the issuance of common stock in lieu of
interest payments, and $49,000 of non-cash consulting expense for the Black-Scholes pricing model
valuation of warrants issued as consideration for consulting services rendered.
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The net cash used in operating activities of approximately $1.54 million during the eleven months
ended December 31, 2003 was primarily the result of the net loss of approximately $3.33 million and
increases in receivables of approximately $19,000, inventory of approximately $146,000, deferred
revenue of approximately $179,000 and prepaid and other of approximately $15,000 as we increased coal
production during the year, partially offset by an increase in accounts payable and accrued liabilities of
approximately $829,000 and non-cash expenses of approximately $962,000, of which $191,000 was non-
cash compensation to a related party, and $153,500 was non-cash compensation expense for the issuance
of common stock for services.

Investing Activities

The approximately $33.42 million of cash used in investing activities during the twelve months
ended December 31, 2004 was due primarily to the purchase of approximately $17.71 million of property,
plant and equipment, $10.89 million for the purchase of coal and mineral assets, $4.27 million deposited
with a bank as collateral for OSM reclamation requirements, $150,000 in deposits for a potential purchase
of mining rights, and $392,000 of prepaid royalty in advance of royalties to be paid on property we lease
and expect to mine within a few years. To the extent that we make additional asset acquisitions in 2005
similar to our investing activities in 2004, we will need to raise additional cash from outside sources. If
additional funds are raised through the issuance of equity securities, the current stockholders may
experience dilution. Furthermore, there can be no assurance that additional financings will be available
when needed or that if available, such financings will include terms favorable to our stockholders. If such
financings are not available when required or are not available on acceptable terms, we may be unable to
take advantage of business opportunities or respond to competitive pressures, any of which could have a
material adverse effect on our business, financial condition and results of operations.

For the eleven months ended December 31, 2003, $1.99 million of cash used in investing
activities resulted primarily from $1.31 million for the acquisition of coal and mineral rights, $448,000
for the acquisition of mining equipment offset by the receipt of $23,000 from the sale of equipment, and
$257,500 paid to OSM for reclamation bonds used for surface mine TN #2.

Financing Activities

The net cash provided by financing activities of approximately $38.11 million during the twelve
months ended December 31, 2004 was primarily the result of $24.5 million raised from sales of debt
securities net of $1.0 million in fees, and $17.7 million raised from the sale of common stock and Series
A convertible preferred stock net of $1.0 million in fees, offset primarily by $3.05 million paid to debt
holders, $950,000 paid pursuant to capital leases and a bank loan, $560,000 paid on related party debt and
$281,000 paid as a dividend to holders of our Series A preferred stock. The net cash provided by
financing activities of approximately $3.53 million during the eleven months ended December 31, 2003
was primarily the result of $3.25 million raised from sales of debt from outside parties net of
approximately $412,000 financing fees, $560,000 from related party debt, and $287,500 from the sale of
equity securities, partially offset by payments of approximately $543,600 on notes payable and capital
leases. As previously stated, to the extent that we make additional asset acquisitions in 2005 similar to
our investing activities in 2004, we will need to raise additional cash from the sale of equity or debt
securities, which financings may not be available on acceptable terms, if at all, and which may dilute
existing stockholders.

Issuance of Stock upon the Conversion of Notes Payable

During 2003, we raised gross proceeds of $198,000 pursuant to a series of private placements of
unsecured promissory notes to four unrelated parties. Each of the notes had an interest rate of 10% per
annum and was due in March 2004. In November 2003, these note holders agreed to extend the term of
the notes to November 2004 in consideration of the issuance to them of warrants to purchase an aggregate
of 41,250 shares of our common stock. In January 2004, these four unrelated parties converted their
entire then outstanding principal and accrued interest into shares of our common stock at a conversion
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price of $2.20 per share. We issued 92,099 shares of common stock, 90,000 shares of which were issued
in repayment of principal and 2,099 shares of which were issued in repayment of accrued interest.

Sale of Common Stock

In February 2004, we sold an aggregate of 1,250,000 shares of our common stock in a private
placement at a price per share of $2.20. We received net proceeds of $2,750,000. Crestview Capital
Master, LLC, an entity controlled by Crestview Capital Funds, purchased 650,000 shares, and other
accredited investors purchased the remaining 600,000 shares.

Sales of Senior Secured Promissory Notes and Warrants

In April and May 2004, we sold one-year promissory notes in the aggregate principal amount of
$7.5 million and three-year warrants to purchase up to an aggregate of 625,000 shares of our common
stock at an exercise price of $4.00 per share. We sold these securities to institutional investors and
individual accredited investors, with the largest investor being Crestview Capital Master, LLC, for an
aggregate purchase price to us of $7.5 million. In August 2004, certain holders of this debt agreed to
cancel $4.725 million of principle in exchange for Series A preferred stock (see below). Also in August
2004, we repaid $2.775 million from the proceeds raised pursuant to the issuance of our Series A
convertible preferred stock and retired the debt.

Sales of Preferred Stock and Warrants

On August 31, 2004, we sold $16,030,000 of Series A 5% convertible preferred stock and
common stock purchase warrants in separate private placement transactions. We issued a total of
1,068.67 shares of Series A convertible preferred stock, at $15,000 per share, for cash consideration of
approximately $11.3 million and cancellation of $4.725 million of our senior secured promissory notes.
Dividends on the preferred stock initially accrue at a rate of five percent (5%) per annum and shall be
cumulative from the date of issuance. Until paid, the right to receive dividends on the preferred stock
shall accumulate and shall be payable, in cash, on June 30 and December 31 of each year, commencing
on December 31, 2004. Each share of Series A convertible preferred stock is convertible into 2,500
shares of our common stock. For each share of Series A convertible preferred stock, the investors also
were issued two-year warrants to purchase up to 500 shares of our common stock at an exercise price of
$8.40 per share. On December 31, 2004, we paid approximately $281,000 in dividends to the holders of
our Series A 5% convertible preferred stock.

On August 31, 2004, the closing price of our common stock on the NASDAQ Over-the-Counter
Bulletin Board was $9.40. Since this closing price exceeded the $6.00 conversion price of the Series A
preferred stock, and exceeded the $8.40 exercise price for the warrants, we recognized non-cash
constructive dividends of approximately $10.76 million pursuant to the calculation of the beneficial
conversion value for both the issuance of the preferred stock and the attached warrants with conversion
prices below the market price of the common stock. The beneficial conversion value of the warrants was
calculated using the Black-Scholes pricing model. During the fourth calendar quarter of 2004, several
Series A convertible preferred stockholders exercised their additional purchase right options, which
resulted in the recognition of an additional $7.87 million of non-cash constructive dividends pursuant to
the calculation of the beneficial conversion value for both the issuance of the additional preferred stock
and the attached warrants with conversion prices below the market price of the common stock. The
combined one-time, non-cash constructive dividends to preferred stockholders in 2004 for beneficial
conversion features totaled approximately $18.6 million.

In December 2004, we consummated the sale of an additional 241.33 shares of our Series A
convertible preferred stock and warrants to purchase 482,660 shares of our common stock, which
securities were sold upon the exercise of additional purchase rights granted in August 2004 to investors
who participated in our private placements of the Series A preferred stock and warrants and convertible
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promissory notes. We received gross proceeds of approximately $3,620,000 in connection with the sale
of these securities.

Sales of Convertible Promissory Notes

On August 31, 2004, we issued $3,000,000 of convertible promissory notes to Crestview Capital
Master LLC, an entity controlled by Crestview Capital Funds and SDS Capital Group SPC, Ltd. Prior to
maturity, the convertible promissory notes may be converted into units consisting of our Series A
convertible preferred stock and common stock purchase warrants at a price of $15,000 per unit. Each unit
consists of one share of Series A convertible preferred stock and two-year warrants to purchase up to 500
shares of common stock at an exercise price of $8.40 per share. In December 2004, both Crestview and
SDS exercised their rights and converted their respective promissory notes into units of our Series A
convertible preferred stock and common stock purchase warrants.

On August 31, 2004, the closing price of our common stock on the NASDAQ Over-the-Counter
Bulletin Board was $9.40. Since this closing price exceeded the $6.00 conversion price of the convertible
promissory notes, and exceeded the $8.40 exercise price for the warrants to be issued upon conversion of
the notes, we calculated a debt discount of approximately $1.70 million pursuant to the calculation of the
beneficial conversion value for both the issuance of the debt below market prices, and we recognized
approximately $220,000 of interest expense of this debt discount for the quarter ended September 30,
2004. The $1.70 million beneficial conversion value for the debt was calculated based on the number of
common shares issuable upon conversion of the Series A preferred stock issuable upon conversion of the
principal amount of the debt, multiplied by the difference between the conversion price and the market
price for the common stock, or $3.40 and was to be amortized on a straight line basis over the nine-month
term of the notes. Since the $3.0 million debt was converted in December 2004, we recognized the
remaining $1.58 million of debt discount as interest expense in the fourth calendar quarter of 2004.

Bank Loan

In July 2004, we borrowed approximately $663,300 from Sevier County Bank in Sevierville, TN
with a 24-month term and an interest rate of 7.25%. Proceeds from the loan were used to purchase
mining and other vehicles. Payments are made monthly, and at December 31, 2004, the principal
remaining balance of the loan was approximately $532,900.

Senior Secured Credit Facility

On November 26, 2004, our Tennessee subsidiary, National Coal Corporation, in connection with
our acquisition of assets from Appalachian Fuels, LLC entered into a credit agreement with D. B. Zwim
Special Opportunities Fund, L.P., as Lender and administrative agent for the Lenders. The company and
our subsidiary, NC Transportation, Inc., guaranteed the obligations of National Coal Corporation under
the credit agreement. The credit agreement provides for an initial credit facility of $15 million with a
subsequent credit facility not to exceed $6 million. We exercised our right to borrow $15 million on
November 29, 2004, the proceeds of which were used to pay the remaining $12,250,000 of acquisition
costs related to the acquisition of assets of Appalachian Fuels, LLC, pay transaction costs with respect to
the closing of the credit facility and asset purchase, and fund working capital. We borrowed an additional
$1.4 million in January 2005 to fund our acquisition of mining equipment. Borrowings under the credit
agreement bear interest at the rate of interest per annum publicly announced from time to time by
JPMorgan Chase as its prime rate in effect at its principal office in New York City, plus 5.75%. The
obligations under the credit agreement are secured by substantially all of our assets and those of our
subsidiaries.

Amounts borrowed under the Credit Agreement are payable in monthly installments of amounts
equal to 50% of our Free Cash Flow (as defined in the credit agreement) and become immediately due
and payable on their maturity date of November 26, 2006. Under this facility, we are subject to numerous
financial covenants, including that:
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e we maintain a specified minimum EBITDA (as defined in credit agreement) for specified
periods ending on each calendar quarter during the term of the credit agreement;

e we do not exceed a specified ratio of debt to EBITDA for specified periods ending on each
calendar quarter during the term of the credit agreement;

¢  we maintain a specified minimum ratio of EBITDA to interest expense for specified periods
ending on each calendar quarter during the term of the credit agreement;

e we maintain a specified minimum fixed charge coverage ratio for specified periods ending
on each calendar quarter during the term of the credit agreement;

s  we meet minimum monthly sales requirements;

e  our general and administrative costs on an annualized basis as of specified periods ending on
each calendar quarter during the term of the credit agreement do not exceed a specified
percentage of our coal sales for each such period; and

e we will not make any capital expenditures except in the ordinary course of business in
accordance with past practices.

At December 31, 2004, we were not in compliance with our financial covenants related to
EBITDA or our minimum monthly sales requirements under the credit agreement. On March 29, 2005,
we amended our credit agreement, effective as of December 31, 2004, at a cost of $120,000, to revise our
financial covenants related to EBITDA and minimum monthly sales requirements to bring us back into
compliance. The new financial covenants with D. B. Zwirn are effective for the term of the credit
agreement and are based on our projections.

Off-Balance Sheet Arrangements

At December 31, 2004 and December 31, 2003, we did not have any relationships with
unconsolidated entities or financial partnerships, such as entities often referred to as structured finance,
variable interest or special purpose entities, which would have been established for the purpose of
facilitating off-balance sheet arrangements or other contractually narrow or limited purposes. As such,
we are not exposed to any financing, liquidity, market or credit risk that could arise if we had engaged in
such relationships.

Contractual Obligations

The following summarizes our contractual obligations at December 31, 2004 and the effects such
obligations are expected to have on liquidity and cash flow in future periods:

Payments due by period

Less than 1 1-3 3-5 After
Total Year Years Years 5 Years
Notes payable $15,532908 $§ 329,511 $15203,397 § - --
Operating leases 260,200 160,200 100,000 - -
Capital leases 4,191,200 2,419,300 1,771,900 -~ --
Employment obligations 2,246,750 1,649,000 597,750 - -
Total contractual obligations $22,231,058 § 4,558,011 $17.673,047 $ - % --
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In November 2004, pursuant to our signed asset purchase agreement with Appalachian Fuels,
LLC, we agreed to replace $6.5 million of their reclamation bonds on the Straight Creek, KY mining
operations upon the transfer to us all of the mining permits listed in the asset purchase agreement. To
date, Appalachian Fuels has not fulfilled this obligation and has indicated that there are three permits
which are still to be transferred. They have indicated to us that final transfer may take a number of
months. None of the mining permits to be transferred to us are for mines which are in current production
and as such lack of transfer does not impact our current or planned operations.

Our notes payable at December 31, 2004 consisted of the following:

Amount Due at
December 31,
Promissory Notes 2004

Senior credit facility dated November 26, 2004; interest rate of Prime + 5.75%,
payable monthly, with principle reductions also payable monthly based on 50% of § 15,000,000
Free Cash Flow (as defined in the credit facility)

Bank loan dated July 29, 2004; interest rate of 7.25%, payable monthly 532,908

TOTAL § 15,532,908

We rent mining equipment pursuant to operating lease agreements, and made lease payments
totaling $516,600 during the twelve months ended December 31, 2004.

In September 2004, we purchased an office building in Knoxville, Tennessee for $690,000, which
is the new location of our corporate operations. The building has been pledged to satisfy certain OSM
bonding requirements.

In April and October 2004, Crestview Capital Master, LLC converted an aggregate of
approximately $3.19 million of two convertible notes into 1,597,451 shares of our common stock.

In December 2004, we repaid Crestview Capital Master, LLC for notes payable they held in the
principal amounts of $75,000 and $195,314, respectively.

In December 2004, Crestview Capital Master, LLC and SDS Capital Group SPC, Ltd. converted
$3,000,000 of convertible notes payable into 200 shares of Series A convertible preferred stock and
warrants to purchase up to 100,000 shares of common stock.

In December 2004, we paid dividends to the holders of our Series A convertible preferred stock
in the aggregate of $281,117 pursuant to the securities purchase agreement wherein we are required to
make semi-annual cash dividend payments on June 30 and December 31.

Subsequent to December 31, 2004, we borrowed an additional approximately $5.14 million to
purchase mining equipment. The note has a maturity of August 10, 2005, is secured by the mining
equipment purchased, and has a rate of interest of eighteen percent (18%) per annum calculated from the
61 day until maturity. We paid an origination fee of approximately $200,000 upon the execution of the
loan documents. The lenders were also issued 5-year common stock purchase warrants to purchase up to
140,000 shares of our common stock at an exercise price per share of $8.50. Crestview Capital Master,
LLC participated in this transaction.
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Cautionary Statements and Risk Factors

Several of the matters discussed in this document contain forward-looking statements that involve
risks and uncertainties. Factors associated with the forward-looking statements that could cause actual
results to differ materially from those projected or forecast are included in the statements below. In
addition to other information contained in this report, readers should carefully consider the following
cautionary statements.

Risks Related To Our Business
Significant competition from entities with greater resources could result in our failure.

We operate in a highly competitive industry with national and international energy resources
companies. Some of our competitors have longer operating histories and substantially greater financial
and other resources than we do. Our competitors’ use of their substantially greater resources could
overwhelm our efforts to operate successfully and could cause our failure.

There is no assurance that our limited revenues will be sufficient to operate profitably, or that we
will generate greater revenues in the future.

We were formed to create a regional coal producer in Tennessee. We had no revenues from
inception until the third quarter 2003 when we began mining operations. We are not profitable and have a
limited operating history. We must be regarded as a risky venture with all of the unforeseen costs,
expenses, problems, risks and difficulties to which such ventures are subject.

Our coal sales for the calendar 2004 were approximately $16.9 million. There is no assurance
that we can achieve greater sales or generate profitable sales. We expect that many coal producers could
produce and sell coal at cheaper prices per ton than our production cost rates, which could adversely
affect our revenues and profits, if any. There is no assurance that we will ever operate profitably. There
is no assurance that we will generate continued revenues or any profits, or that the market price of our
common stock will be increased thereby.

Our inability to diversify our operations may subject us to economic fluctuations within our
industry.

Our limited financial resources reduce the likelihood that we will be able to diversify our
operations. Our probable inability to diversify our activities into more than one business area will subject
us to economic fluctuations within a particular business or industry and therefore increase the risks
associated with our operations.

The loss of, or conflicts with, key management personnel could adversely affect our business.

We are heavily dependent upon the skills, talents, and abilities of our executive officers and board
of directors, as well as our consultants, to implement our business plan. Given the intense competition for
qualified management personnel in our industry, the loss of the services of any key management
personnel may significantly and detrimentally affect our business and prospects. There is no assurance
that we will be able to retain these personnel, and it may be time consuming and costly to recruit qualified
replacement personnel.

Certain conflicts of interest may exist between our officers, directors and us. Although
management’s time is devoted to our business, some of our officers and directors have other business
interests to which they devote their attention, and they may be expected to continue to do so. As a result,
conflicts of interest may arise that can be resolved only through the exercise of prudent judgment
consistent with such officers’ and directors’ fiduciary duties to.us. We may, from time to time, find that
the inability of our directors and other officers to devote their complete attention to our business results in
a delay in progress toward implementing our business plan, and detrimentally affects our business.
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Our director and officer indemnification policies in conjunction with the provisions of Florida law
could result in substantial un-recoupable expenditures and reduced remedies against directors and
officers.

Florida Revised Statutes provide for the indemnification of our directors, officers, employees, and
agents, under certain circumstances, against attorney’s fees and other expenses incurred by them in any
litigation to which they become a party arising from their association with or activities on our behalf. We
will also bear the expenses of such litigation for any of our directors, officers, employees, or agents, upon
such person’s promise to repay us such amounts, if it is ultimately determined that such person was not
entitled to indemnification. This indemnification policy could result in substantial expenditures by us that
we will be unable to recoup.

Florida Revised Statutes exclude personal liability of our directors to us and our stockholders for
monetary damages for breach of fiduciary duty except in certain specified circumstances. Accordingly,
we will have a much more limited right of action against our directors than otherwise would be the case.
This provision does not affect the liability of any director under federal or applicable state securities laws.

There is no assurance that we will find purchasers of our product at profitable prices.

If we are unable to achieve supply contracts, or are unable to find buyers willing to purchase our
coal at profitable prices, our revenues and operating profits could suffer.

If transportation for our coal becomes unavailable or uneconomic for our customers, our ability to
sell coal could suffer.

Transportation costs represent a significant portion of the total cost of delivered coal and, as a
result, play a critical role in a customer’s purchasing decision. Increases in transportation costs could
make our coal less competitive as a source of energy or could make some of our operations less
competitive than other sources of coal.

Coal producers depend upon rail, barge, trucking, overland conveyor and other systems to deliver
coal to its customers. While U.S. coal customers typically arrange and pay for transportation of coal from
the mine to the point of use, disruption of these transportation services because of weather-related
problems, strikes, lock-outs or other events could temporarily impair our ability to supply coal to our
customers and thus could adversely affect our results of operations.

Risks inherent to mining could increase the cost of operating our business.

Our mining operations are subject to conditions beyond our control that can delay coal deliveries
or increase the cost of mining at particular mines for varying lengths of time. These conditions include
weather and natural disasters, unexpected maintenance problems, key equipment failures, variations in
coal seam thickness, variations in the amount of rock and soil overlying the coal deposit, variations in
rock and other natural materials and variations in geologic conditions.

The government extensively regulates our mining operations, which imposes significant costs on us,
and future regulations could increase those costs or limit our ability to produce coal.

Federal, state and local authorities regulate the coal mining industry with respect to matters such
as employee health and safety, permitting and licensing requirements, air quality standards, water
pollution, plant and wildlife protection, reclamation and restoration of mining properties after mining is
completed, the discharge of materials into the environment, surface subsidence from underground mining
and the effects that mining has on groundwater quality and availability. In addition, significant legislation
mandating specified benefits for retired coal miners affects our industry. Numerous governmental
permits and approvals are required for mining operations. We are required to prepare and present to
federal, state or local authorities data pertaining to the effect or impact that any proposed exploration for
or production of coal may have upon the environment. The costs, liabilities and requirements associated
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with these regulations may be costly and time-consuming and may delay commencement or continuation
of exploration or production operations. The possibility exists that new legislation and/or regulations and
orders may be adopted that may materially adversely affect our mining operations, our cost structure
and/or our customers’ ability to use coal. New legislation or administrative regulations (or judicial
interpretations of existing laws and regulations), including proposals related to the protection of the
environment that would further regulate and tax the coal industry, may also require us or our customers to
change operations significantly or incur increased costs. The majority of our coal supply agreements
contain provisions that allow a purchaser to terminate its contract if legislation is passed that either
restricts the use or type of coal permissible at the purchaser’s plant or results in specified increases in the
cost of coal or its use. These factors and legislation, if enacted, could have a material adverse effect on
our financial condition and results of operations.

In addition, the United States and over 160 other nations are signatories to the 1992 Framework
Convention on Climate Change which is intended to limit emissions of greenhouse gases, such as carbon
dioxide. In December 1997, in Kyoto, Japan, the signatories to the convention established a binding set
of emission targets for developed nations. Although the specific emission targets vary from country to
country, the United States would be required to reduce emissions to 93% of 1990 levels over a five-year
budget period from 2008 through 2012. Although the United States has not ratified the emission targets
and no comprehensive regulations focusing on U.S. greenhouse gas emissions are in place, these
restrictions, whether through ratification of the emission targets or other efforts to stabilize or reduce
greenhouse gas emissions, could adversely impact the price of and demand for coal. According to the
Energy Information Administration’s Emissions of Greenhouse Gases in the United States 2001, coal
accounts for 32% of greenhouse gas emissions in the United States, and efforts to control greenhouse gas
emissions could result in reduced use of coal if electricity generators switch to sources of fuel with lower
carbon dioxide emissions. Further developments in connection with regulations or other limits on carbon
dioxide emissions could have a material adverse effect on our financial condition or results of operations.

Our future success depends upon our ability to continue acquiring and developing coal reserves
that are economically recoverable.

Our recoverable reserves will decline as we produce coal. We have not yet applied for the
permits required or developed the mines necessary to use all of the coal deposits under our mineral rights.
Furthermore, we may not be able to mine all of our coal deposits as profitably as we do at our current
operations. Our future success depends upon our conducting successful exploration and development
activities and acquiring properties containing economically recoverable coal deposits. Our current
strategy includes increasing our coal deposits base through acquisitions of other mineral rights, leases, or
producing properties and continuing to use our existing properties. Additionally, the federal government
limits the amount of federal land that may be leased by any company to 150,000 acres nationwide. As of
December 31, 2004, we leased no acres from the federal government. The limit could restrict our ability
to lease significant federal lands.

Our planned development and exploration projects and acquisition activities may not result in the
acquisition of significant additional coal deposits and we may not have continuing success developing
additional mines. Our mining operations are conducted on mineral rights owned and/or leased by us., If
defects in title or boundaries are found to exist after we commence mining, our right to mine may be
materially adversely affected. In addition, in order to develop our coal deposits, we must receive various
governmental permits. We cannot predict whether we will continue to receive the permits necessary for
us to operate profitably in the future.

If the coal industry experiences overcapacity in the future, our profitability could be impaired.

During the mid-1970s and early 1980s, a growing coal market and increased demand for coal
attracted new investors to the coal industry, spurred the development of new mines and resulted in added
production capacity throughout the industry, all of which led to increased competition and lower coal
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prices. Similarly, an increase in future coal prices could encourage the development of expanded capacity
by new or existing coal producers. Any overcapacity could reduce coal prices in the future.

Our operations could be adversely affected if we fail to maintain required bonds.

Federal and state laws require bonds or cash deposits to secure our obligations to reclaim lands
used for mining, to pay federal and state workers’ compensation, to secure coal lease obligations and to
satisfy other miscellaneous obligations. At December 31, 2004, $257,500 was on deposit with OSM for
reclamation bonds related to our Patterson Mountain mining operations. In addition, we have
approximately $4.27 million of cash invested in certificates of deposit, against which an irrevocable bank
letter of credit is written in favor of OSM and have posted a $700,000 letter of credit secured by our
executive office building favor of OSM for the reclamation bonds related to our mine #7, mine #9, and
mine #1 operations and other mining permits acquired from U.S. Coal, Inc. Reclamation bonds are
typically renewable on a yearly basis if they are not posted with cash. Our failure to maintain, or inability
to acquire, bonds that are required by state and federal law would have a material adverse effect on us.
That failure could result from a variety of factors including the following:

s lack of availability, higher expense or unfavorable market terms of new bonds;

e restrictions on the availability of collateral for current and future third-party bond issuers
under the terms of our indenture or new credit facility; and

s the exercise by third-party bond issuers of their right to refuse to renew the bonds.

Terrorist attacks and threats, escalation of military activity in response to such attacks or acts of
war may negatively affect our business, financial condition and results of operations.

Terrorist attacks and threats, escalation of military activity in response to such attacks or acts of
war may negatively affect our business, financial condition and results of operations. Our business is
affected by general economic conditions, fluctuations in consumer confidence and spending, and market
liquidity, which can decline as a result of numerous factors outside of our control, such as terrorist attacks
and acts of war. Future terrorist attacks against U.S. targets, rumors or threats of war, actual conflicts
involving the United States or its allies, or military or trade disruptions affecting our customers may
materially adversely affect our operations. As a result, there could be delays or losses in transportation
and deliveries of coal to our customers, decreased sales of our coal and extension of time for payment of
accounts receivable from our customers. Strategic targets such as energy-related assets may be at greater
risk of future terrorist attacks than other targets in the United States. In addition, disruption or significant
increases in energy prices could result in government-imposed price controls. It is possible that any, or a
combination, of these occurrences could have a material adverse effect on our business, financial
condition and results of operations.

Our ability to collect payments from our customers could be impaired due to credit issues.

Our ability to receive payment for coal sold and delivered depends on the continued
creditworthiness of our customers. Our customer base may not be highly creditworthy. If deterioration of

the creditworthiness of customers or trading counterparties occurs, our business could be adversely
affected.

Risks Related To Our Common Stock

A limited public market exists for our securities, which may restrict our shareholders’ ability to
trade in our stock.

There is a limited public market for our common stock on the Over-the-Counter Bulletin Board,
and no assurance can be given that a market will continue or that a shareholder will ever be able to
liquidate his investment without considerable delay, if at all. Our stock price may be highly volatile.
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Factors such as those discussed in this section may have a significant impact upon the market price of our
securities. Due to the low price of our securities, many brokerage firms may not be willing to effect
transactions in our securities. Even if a purchaser finds a broker willing to effect a transaction in our
securities, the combination of brokerage commissions, state transfer taxes, if any, and any other selling
costs may exceed the selling price. Further, many lending institutions will not permit the use of such
securities as collateral for any loans.

The sale of our common stock on the Over-the-Counter Bulletin Board and the potential
designation of our common stock as a “penny stock” could impact the trading market for our
common stock.

Our securities, as traded on the Over-the-Counter Bulletin Board, will be subject to Securities and
Exchange Commission rules that impose special sales practice requirements upon broker-dealers who sell
such securities to persons other than established customers or accredited investors. For purposes of the
rule, the phrase “accredited investors” means, in general terms, institutions with assets in excess of
$5,000,000, or individuals having a net worth in excess of $1,000,000 or having an annual income that
exceeds $200,000 (or that, when combined with a spouse’s income, exceeds $300,000). For transactions
covered by the rule, the broker-dealer must make a special suitability determination for the purchaser and
receive the purchaser’s written agreement to the transaction prior to the sale. Consequently, the rule may
affect the ability of broker-dealers to sell our securities and also may affect the ability of purchasers to sell
their securities in any market that might develop therefore.

In addition, the Securities and Exchange Commission has adopted a number of rules to regulate
“penny stock.” Such rules include Rules 3aS1-1, 15g-1, 15g-2, 15g-3, 15g-4, 15g-5, 15g-6, 15g-7, and
15g-9 under the Securities and Exchange Act of 1934, as amended. Because our securities may constitute
“penny stock” within the meaning of the rules, the rules would apply to us and to our securities. The rules
may further affect the ability of owners of our common stock to sell our securities in any market that
might develop for them.

Shareholders should be aware that, according to Securities and Exchange Commission, the
market for penny stocks has suffered in recent years from patterns of fraud and abuse. Such patterns
include (i) control of the market for the security by one or a few broker-dealers that are often related to
the promoter or issuer; (ii) manipulation of prices through prearranged matching of purchases and sales
and false and misleading press releases; (iii) “boiler room” practices involving high-pressure sales tactics
and unrealistic price projections by inexperienced sales persons; (iv) excessive and undisclosed bid-ask
differentials and markups by selling broker-dealers; and (v) the wholesale dumping of the same securities
by promoters and broker-dealers after prices have been manipulated to a desired level, resulting in
investor losses. Our management is aware of the abuses that have occurred historically in the penny stock
market. Although we do not expect to be in a position to dictate the behavior of the market or of broker-
dealers who participate in the market, management will strive within the confines of practical limitations
to prevent the described patterns from being established with respect to our securities.

We do not foresee paying dividends in the near future.

We have not paid dividends on our common stock and do not anticipate paying such dividends in
the foreseeable future. We are restricted from making cash dividend payments on our common stock
under the terms of our Series A convertible preferred stock.

Our issuance of further stock may result in the loss of control by present management and
shareholders.

We may issue further shares as consideration for cash, assets or services out of our authorized but
not issued common stock that could, upon issuance, represent a majority of our voting power and equity.
The result of such an issuance would be that those new shareholders and management would control us,
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and unknown persons could replace our management at that time. Such an occurrence would result in a
greatly reduced percentage of ownership of us by our current shareholders.

We operate in an industry that is subject to significant fluctuations in operating results from
quarter to quarter that may result in unexpected reductions in revenue and stock price volatility.

Factors that may influence our quarterly operating results include:

o the worldwide demand for coal;

e the price of coal;

e the supply of coal and other competitive factors;
e the costs to mine and transport coal;

¢ the ability to obtain new mining permits;

e the costs of reclamation of previously mined properties; and

industry competition.

Due to these factors, it is possible that in some quarters our operating results may be below our
shareholders’ expectations and those of public market analysts. If this occurs, the price of our common
stock would likely be adversely affected.

Our stock price may decrease, which could adversely affect our business and cause our
shareholders to suffer significant losses.

The following factors could cause the market price of our common stock to decrease, perhaps
substantially:

o the failure of our quarterly operating results to meet expectations of investors or securities
analysts;

e adverse developments in the financial markets, the coal and energy industries and the
worldwide or regional economies;

e interest rates;

e changes in accounting principles;

e sales of common stock by existing security holders;

e announcements of key developments by our competitors; and

o the reaction of markets and securities analysts to announcements and developments
involving our Company.

If we need to sell or issue additional shares of common stock or assume additional debt to finance
future growth, our shareholders’ ownership could be diluted or our earnings could be adversely
impacted.

Our business strategy may include expansion through internal growth by acquiring
complementary businesses or by establishing strategic relationships with targeted customers. In order to
do so, or to fund our other activities, we may issue additional equity securities that could dilute our
shareholders’ stock percentage ownership. We may also assume additional debt and incur impairment
losses related to goodwill and other tangible assets if we acquire another company which could negatively
impact our results of operations.
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Officers and directors own a significant portion of our common stock, which could limit our
shareholders’ ability to influence the outcome of key transactions.

As of February 17, 2005, our officers and directors and their affiliates owned approximately
35.3% of our outstanding voting shares. As a result, our officers and directors are able to exert
considerable influence over the outcome of any matters submitted to a vote of the holders of our common
stock, including the election of our Board of Directors. The voting power of these shareholders could
also discourage others from seeking to acquire control of us through the purchase of our common stock
which might depress the price of our common stock.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors
National Coal Corp.
Knoxville, Tennessee

We have audited the consolidated balance sheet of NATIONAL COAL CORP. as of December 31, 2004,
and the related consolidated statements of operations, cash flows and changes in stockholders’ equity for
the year then ended and the eleven month period from its inception (January 30, 2003) to December 31,
2003. These financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. The Company is not
required to have, nor were we engaged to perform, an audit of its internal control over financial reporting.
Our audit included consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on
the effectiveness of the Company’s internal control over financial reporting. Accordingly, we express no
such opinion. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of NATIONAL COAL CORP. at December 31, 2004, and the
consolidated results of its operations and its cash flows for the year then ended and the eleven month
period from its inception to December 31, 2003, in conformity with accounting principles generally
accepted in the United States of America.

/s!/ Gordon, Hughes & Banks, LLP

Greenwood Village, Colorado

February 11, 2005, except as to the last
four paragraphs of Note #9, which
date is March 29, 2005.
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NATIONAL COAL CORP.
CONSOLIDATED BALANCE SHEET

December 31,

2004
ASSETS
CURRENT ASSETS
Cash and cash qUIVAIENLS ........ocoiiiiiiiiciiiiiiiiic e $ 351,698
ACCOUNTS TECEIVADLE ...ttt ee e et n e e e ra e s e e e eaaaneenn 1,903,734
INVEMEOTY .ottt ettt et b e b sa e e sa et en et en e 264,873
Prepaid and Other ... 263,699
TOtAl CUTTENT ASSELS revrriireessensinrienirnnseisiessiesssessrosstossssssisseresarsossasssssasesasssssssssosssssnassncs 2,784,004
PROPERTY, PLANT AND EQUIPMENT
LLAING e et L et b bbbkt k et entene e 774,290
MINING EQUIPIMENE....e.ti ettt ettt e e eeb et e e b et reea b st e b sese e eebeneaebe b nbe et neneen 13,703,820
Computer equipment and SOTEWATE ..........ccovireiniiiiii e 81,474
Vehicles and mobile equIpment ... 3,231,267
BUIIAIMEZS .ottt ettt e st es e ettt eae st et s bt ne et et 2s b et ekt en e e b e e e 5,875,995
Office equipment and fUMIEUTE. ......cooviiieiieeis ettt sttt et eae e 42,517
23,709,363
Less: accumulated dePreCiation ... ..ccciiiiiiniriiiieiieainaineresiesseeasseesaeseaessaeseessesessessesseensesnsessanssaaes (1,716,467)
Total property, plant and eqUIPMENT, NEt......cviririiniiniiiiinimeneiacasissionismmissaasasnasesessosse 21,992,896
Coal and mineral rights, net of $131,214 accumulated amortization and depletion ...........c.c........ 13,916,013
Certificates of deposit and reclamation bond.........c.ocovvvie i 4,526,600
Loan acquisition costs, net of $30,924 accumulated amortization .......cccceeviveiieeeeencesiiee e 782,500
Prepaid TOYAILY ....coiiiiriiiiiei ettt et 392,500
DDEPOSIES - iutiirietee et e ettt et et et a bt e e rbe s sa e e e e e et bt et e sba e R e e Rt arae s ae s ea et e e e ens s abeen st ene e Rt araeesnannees 156,000
TOLAl ASSEES...eeieierririerireeiansiessersessseranssessessesssesnsssesarssesssssssnsssaraessessssasessssasse seresasssassesssnsssassnssess $ 44,550,513
LIABILITIES AND STOCKHOLDERS’ EQUITY
CURRENT LIABILITIES
Accounts payable and accrued EXPENSES ...oooiviiiiiriiii et $ 3,859,327
Short term portion of capital lease 0bligations ..........c.evuiveeiiiniiiiii e 2,350,566
Accrued payroll and payroll taxes Payable .........ocveveiiiirriiiiiiiree e 272,269
Current portion of bank 10ans — VERICIES .....c.ooiviiiiiiiiiiieiecie e et asane e 329,511

TOtal CUNTENt HaDilitIes oo rrrcrererieiririririerriricrerarersrecssessrvesentesasssneassesesssanssasnsasosssssssasesssasorrnsas 6,811,673
Senior Credit FACTHITY . vievietiiie ettt et sa et n e 15,000,000
Long term portion of capital lease obligations.........ccvovereriiiirieiiiiiie e 1,840,658
Long term portion of bank 10ans - VERICIES ..o 203,397
Long term portion of asset retirement OblIZALIONS ........coeiieicirirriiieri e e eeneeeenec e 2,093,759

Total LiabDilitIes .coveveereriiruiirieiseininniririinsscscnes et scssisscsssnsssesesssasesssessnesesssesssssssasasassssss 25,949,487

STOCKHOLDERS® EQUITY
Series A convertible preferred stock, $.0001 par value; 5% coupon; 1,611 shares

authorized; 1,456.67 shares issued and outStanding..........cocovvevieeeieiininieence e --
Common stock, $.0001 per value; 80 million shares authorized,;

13,391,344 shares 1ssued and OUtSTANAING -«...vovvvivieiceeee et e 1,300
Additional paid-in CAPILAL .......cooiieoieiiitiiie ettt et eb b et s e e en s e e 32,361,741
Accumulated defiCit........ooiiiiieieiec ettt en et eare e (13,762,015)

Total Stockholders’ EQUILY ..ovvicnnneinsiireinisisisisinisimimneiisnsimissimasisasse 18,601,026

Total Liabilities and Stockholders’ Equity seresusesessesstesntsstnaresene e B 44,550,513

See Notes to Consolidated Financial Statements.
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NATIONAL COAL CORP.

CONSOLIDATED STATEMENT OF OPERATIONS
Eleven Months Twelve Months

Ended Ended
December 31, December 31,
2003 2004
REVENUES
C0AL SALES ...ttt et $ 1,012,520 $ 16,871,346
ROyalty reCeIPtS..cuiviieieieeercer e 178,123 103,403
OthET TEVEIUE ....vveeieeieie ettt e eee e reene s e va e - 24,163
TOLAl FEVEMUE....cvererrreecreecsnraressresssaseraseranesanaresasesssecsaasaneses 1,190,643 16,998,912
EXPENSES
Cost of sales and selling eXpenses.......ccoceevvrvevvervverierinnnn, 1,657,570 15,978,686
General and administrative....o...ooviveeeeeeiieec e 1,871,414 5,242,437
EXPloration COStS.....c...ovvirvereoiiiieiir et 80,367 343,946
Depreciation and depletion...........cccecieoviieiivieni e 250,527 2,175,133
AMOTHZATION ...uvviiiiiiiiieeeeiiieesinreee e st e e seeaee s saeaeeenreeeeseinns 366,628 298,236
Total operating expenses. 4,226,506 24,038,438
LOSS FROM OPERATIONS (3,035,863) (7,039,526)
OTHER INCOME (EXPENSE)
Other income (€Xpense), NEt.........ociveeveevcririreriee e 75,437 (40,682)
FInancing fEes .....cooviiiiericiiiiee et -- (458,187)
Interest eXPense .........ccoevveriiiniirne e e (372,459) (2,890,735)
Total other income (EXPENSE) ....ccecrrerrisrisenireserasasancsencne (297,022) (3,389,604)
NET (LIOSS) tirtiertieneeneencrssorssererorsssressnarestsssesssessssssnsssasssasssanen (3,332,885) (10,429,130)
PREFERRED STOCK DIVIDEND......cccvcuriirerireereneesnersnens -- (18,893,509)
NET (LOSS) ATTRIBUTABLE TO COMMON
SHAREHOLDERS .......ccocivicerercirirrirennererenessnssssrnsesssesssecsns $ (3,332,885) $ (29,322,639)
BASIC AND DILUTED
NET (LOSS) PER COMMON SHARE $ 036) § (2.60)
WEIGHTED AVERAGE
COMMON SHARES 9,137,630 11,261,800

See Notes to Consolidated Financial Statements.

46



NATIONAL COAL CORP.
CONSOLIDATED STATEMENT OF CASH FLOWS

CASH FLOWS FROM OPERATING ACTIVITIES
NEE (105S) cuveeriiiieiee ettt ettt sttt st r et st b s aa e s aien
Adjustments to reconcile net (loss) to net cash provided by operating activities
Depreciation, depletion and 2CCretion .........cocvvireriininenne e
AMOTTIZATION ..ttt ettt st et ettt eae st e nec et eacseeseebeereaneeen
Beneficial conversion feature of debt recorded as interest eXpense...........cce.ee.
Issuance of common stock in lieu of interest payments
Issuance of warrants for SEIVICES ......civvvviirrconie et
Non-cash compensation:
Non-cash compensation to related party ..........cococonvirereimeen e
Common stock issued in payment of accrued salary..........ccooovviieinieecne.
StOCK OPLION EXPEINSE ..nceeeieiiiieti ittt ete e sa ettt st ebe e
Common stock issued for outside Services.......ocooovrineiinccniencr ot
Changes in operating assets and liabilities:
RECEIVADIES ...t et e e
Inventory
Prepaid and other
Accounts payable and accrued labilities ..........ovoonrreiiiveimncere e,
Deferred revenue........occoovevecciineinninc s
Asset retirement obligations
Net cash flows (used in) operating aCtivities.......c.ovcvrrermrerieincmvnnerinnens

CASH FLOWS FROM INVESTING ACTIVITIES
Property, plant and equipment purchased........c.ovcirvcnmmrovnmccnnicoacrcnnnisnccn
Acquisition of coal and mineral rights
Certificates of deposit and reclamation bond..........ccoecveinerinnienereicncnncneecnen
Prepaid OYAILY ..c.oovceiii etttk
Deposits
Net cash flows (used in) investing aCtVItIES ..c.ververeeriereieieec e e e

CASH FLOWS FROM FINANCING ACTIVITIES
Net proceeds from issuance of common and preferred stock .......ccocoovvvviiieinn
Proceeds from eXercise of WaITANIS .......oecirieeeriiinecrenr e
Proceeds from issuance of notes payable
Loan acqUISTEION COSES .oi.iiiiiireieieieitesteie st ettt ettt ettt ev e sbesserseieeeens
Payments on notes payable. ...,
Proceeds from / (payment) of related party debt.......c.ooorvniicrimvriienin i
Proceeds from Bank 10ans.........c..ccccvveiiiniiinicn ettt
Payments on bank loans... ...,
Payments on capital 1eases..........oeviiiiii
Dividend payments to preferred stockholders ...........oocccvviiiveceiiiieine e
Repurchase and cancellation of common stock
Net cash flows provided by financing activities

NET INCREASE IN CASH eseessirseansresss
CASH AND CASH EQUIVALENTS BEGINNING OF PERIOD
CASH AND CASH EQUIVALENTS END OF PERIOD ........civiniecrnsiscsnnnne

SUPPLEMENTAL DISCLOSURES
Interest paid in €ash ... s
Non-cash investing and financing transactions:
Conversion of notes payable to preferred Stock.......cocorvrviviine e
Conversion of notes payable to common Stock ......c.ccoceeeiiiiiine i,
Equipment acquired with capital lease 0blHZations.......cccevrerreeieecrireiisnennn,
Stock issued in partial payment of land........cooecvinnncninens
Constructive dividend attributable to preferred shareholders
Asset retirement obligations resulting from acquisitions of mining properties ...
Assumption of promissory notes from Strata Coal, LLC:
Charged t0 OPETALIONIS. .. c.ecviueeiiiecierireceretee ettt ettt st te b bt s sbne e reas s ebeanreas
Partial payment of mining €QUIPMENt.......ccc.couvveomrerneiorei e ieeensnr e

Eleven Months
Ended
December 31, 2003

Twelve Months
Ended
December 31, 2004

$  (3,332,885)

$  (10429,130)

250,527 1,963,143

366,628 298,236

- 1,700,000

- 165,314

- 48,760

191,000 -

- 226,573

- 903,375

153,500 -
(19,327) (1,899,407)
(145,863) (119,010)
(15,197) (233,502)

831,158 3,299,551
179,050 (179,050)
- (87,090)
(1,541,409) (4,342,237)
(425,462) (17,708,242)
(1,307,917) (10,891,819)
(257,500) (4,269,100)
- (392,500)
- (156,000)
(1,990,879) (33,417,661)

287,500 16,616,317

- 1,109,001

3,662,591 25,500,000
(412,235) (1,025,424)
(226,500) (3,045,314)
560,000 (560,000)

- 742,894
- (209,987)
(317,112) (735,657)
- (281,117)

(21,073) -

3,533,171 38,110,713

883 350,815

- 883

$ 883 $ 351,698

$ 270,862 $ 1,190,735

- 7,725,000

- 3,392,902

775,916 4,468,077

- 351,000

- 18,612,392

57,312 1,790,179

191,000 -

23,000 -

See Notes to Consolidated Financial Statements.
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NATIONAL COAL CORP.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Business Overview

National Coal Corp. (the “Company”) was incorporated in Florida on August 10, 1995. The
Company engages principally in the business of mining coal in Eastern Tennessee and Southeastern
Kentucky. Its customers are primarily state operated electric utilities and industrial concerns in the
immediate and surrounding states.

Historical operations of the Company prior to April 30, 2003 reflect only the operations of
National Coal Corporation, a privately-held Tennessee corporation. On April 30, 2003, the Company
consummated a reorganization in which all of the outstanding shares of National Coal Corporation, were
exchanged for 8,549,975 shares of common stock. From its inception on January 30, 2003 through June
30, 2003, National Coal Corporation was in the exploration stage with no operating revenue. During the
third quarter of 2003, the Company commenced coal mining operations and, accordingly, was no longer
in the exploration stage. As a result of the reorganization and the commencement of operating activities,
the results for the eleven months from inception (January 30, 2003) to December 31, 2003 are not
comparable to those for the twelve months ended December 31, 2004.

The Company owns the coal mineral rights to approximately sixty-five thousand (65,000) acres
and leases another approximate twelve thousand one hundred (12,100) acres in Tennessee, and owns the
coal mineral rights to approximately eleven thousand seven hundred (11,700) acres and leases another
approximate eighteen thousand two hundred (18,200) acres in Kentucky. The Company commenced
mining coal in July 2003 from a surface mine in Tennessee. At December 31, 2004, the Company was
extracting coal from four deep mines, commonly referred to as “mine TN #9” and “mine TN #11” near
Smoky Junction, Tennessee, “mine KY #1” on the Straight Creek property in Southeastern Kentucky, and
“mine TN #1” near Devonia, Tennessee, and a surface mine, commonly referred to as “mine TN #77, in
the Elk Valley area of Eastern Tennessee. The Company commenced mining coal from mine TN #9 in
April 2004 upon its purchase of mineral rights from U.S. Coal, Inc., mine TN #1 in August 2004 and
mine TN #11 in November 2004 pursuant to lease rights purchased from Lexington Coal, LLC and U.S.
Coal respectively, mine TN #7 in October 2004 pursuant to lease rights purchased from Robert Clear
Coal Corporation, and mine KY #1 in November 2004 upon its purchase of mineral rights from
Appalachian Fuels, LLC.

The Company is seeking additional funding and believes that this will result in improved
operating results. There can be no assurance, however, that the Company will be able to secure additional
funding, or that if such funding is available, whether the terms or conditions would be acceptable to the
Company.

2, Summary of Significant Accounting Policies
Principles of Consolidation

The accompanying financial statements include the accounts of the Company and its wholly-
owned subsidiaries, National Coal Corporation (Tennessee) and NC Transportation, Inc. All
intercompany transactions and balances have been eliminated in consolidation.

Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting
principles in the United States requires management to make estimates and assumptions that materially
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atfect the amounts reported in the financial statements and accompanying notes. Actual results could
materially differ from those estimates.

Revenue Recognition

Under SEC Staff Accounting Bulletin No. 104, “Revenue Recognition,” the Company recognizes
revenue when all of the following criteria are met: (1) persuasive evidence of an arrangement exists, (2)
delivery has occurred or services have been rendered, (3) the seller’s price to the buyer is fixed or
determinable, and (4) collectibility is reasonably assured.

Mined Coal. In the case of coal mined and sold, the Company negotiates a specific sales contract
with each customer, which includes a fixed price per ton, a delivery schedule, and terms for payment.
The Company recognizes revenue from sales made pursuant to these contracts at the time of delivery.

Coal Royalties. The Company recognizes coal royalty revenues on the basis of tons of coal
mined by a lessee. During 2004, the Company had one source of royalty revenue pursuant to its
agreement with Jenco Capital Corporation, a related party (see Note #7). The Company recognized the
final remaining royalties pursuant to its agreement with Jenco in 2004 and does not anticipate any future
royalty transactions in the foreseeable future.

Accounts Receivable. Unless cash is paid in advance, accounts receivable are recorded as
revenue is earned and are evaluated for collectibility on a continual basis. Allowances, if necessary, are
provided for potentially uncollectible accounts based on management’s estimate of the collectibility of
customer accounts. If the financial condition of a customer were to deteriorate, resulting in an
impairment of its ability to make payments, an additional allowance may be required. Allowance
adjustments, if any, are charged to operations in the period in which the facts that give rise to the
adjustments become known. To date, the Company has not had any customer whose payment was
considered past due, and as such, has not recorded any reserves for doubtful collectibility.

Cost of Mining Operations and Selling Expenses

Cost of mining operations and selling expenses consists primarily of direct compensation and
benefits costs for miners, as well as direct costs such as equipment leases and maintenance, payments to
third parties for coal purchases, parts and supplies, blasting, fuel, parts, hauling costs, royalties and taxes,
and commissions paid to third party brokers.

Exploration Costs

Costs related to locating coal deposits and determining the economic mineability of such deposits
are expensed as incurred.

Reserves

The Company does not disclose coal “reserves” in its financial statements. “Reserves,” to be so
classified, must (i) be based upon reasonably accurate scientific data and professional analysis, (ii) be
recoverable (economically and physically), (iii) have a permitted and operating mine facility at the coal
location, and (iv) be subject to current sales. The Company has not satisfied all of these requirements
with respect to its coal mineral rights. To record coal reserves, in addition to the other requirements, the
Company would have to engage a geologist to render a professional report indicating the recoverable
tonnage on the portions of our property which are permitted and being actively mined.

50




NATIONAL COAL CORP.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued)

Reclamation and Asset Retirement Obligations

The Surface Mining Control and Reclamation Act of 1977 and similar state statutes require that
mine properties be restored in accordance with specified standards and an approved reclamation plan.
Significant reclamation activities include reclaiming refuse and slurry ponds, reclaiming the pit and
support acreage at surface mines, and sealing portals at deep mines. Reclamation activities that are
performed outside of the normal mining process are accounted for as asset retirement obligations in
accordance with the provisions of Statement of Financial Accounting Standards, or SFAS, No. 143,
“Accounting For Asset Retirement Obligations”. The Company records its reclamation obligations on a
mine-by-mine basis based upon current permit requirements and estimated reclamation obligations for
such mines as determined by the U.S. Department of the Interior, Office of Surface Mining (“OSM”)
when a predetermined amount of reclamation bonds are posted prior to commencing mining operations.
The OSM’s estimates of disturbed acreage are determined based on approved mining plans and related
engineering data. Cost estimates are based upon estimates approved by OSM based on historical costs.
In accordance with SFAS No. 143, the Company determines the fair value of its asset retirement
obligation (“ARO)”) using a discounted cash flow methodology based on a discount rate related to U.S.
treasury bonds with maturities similar to the expected life of a mine, adjusted for the Company’s credit
standing.

On at least an annual basis, the Company reviews its entire reclamation liability and makes
necessary adjustments for permit changes granted by state authorities, additional costs resulting from
accelerated mine closures, and revisions to cost estimates and productivity assumptions, to reflect current
experience. At December 31, 2004, the Company had recorded asset retirement obligation liabilities of
approximately $2.3 million. While the precise amount of these future costs cannot be determined with
certainty, as of December 31, 2004, the Company estimates that the aggregate undiscounted cost of final
mine closure is approximately $5.2 million.

SFAS No. 143 requires recognition of expenses for eventual reclamation of disturbed acreage
remaining after mining production has been completed. A liability is recorded for the present value of
reclamation and mine closing costs with a corresponding increase in the asset carrying value of coal and
mineral rights at the time a mine is permitted and commences operations. The ARO asset is amortized
proportionate to the estimated total tonnage mined and the ARO liability is accreted to its present value
based on the projected spending date. (See Note #5).

Stock-Based Compensation

The Company accounts for stock-based compensation using Accounting Principles Board
(“APB™) Opinion No. 25, “Accounting for Stock Issued to Employees”. Under APB No. 25,
compensation expense is recognized for stock options with an exercise price that is less than the market
price on the grant date of the option. For stock options granted employees or directors with exercise
prices at or above the market value of the stock on the grant date, the Company has adopted the Financial
Accounting Standards Board (“FASB”™) disclosure-only provisions of Statement of Financial Accounting
Standards No. 123, “Accounting for Stock-Based Compensation” (“SFAS No. 123”), and accordingly has
not recorded any compensation costs for these types of option grants. Except for the issuance of
1,237,500 options granted to directors and officers in March 2004, the Company has not recorded any
compensation costs for these types of option grants.

As of December 31, 2004 and since inception, the Company issued 1,448,750 employee stock
options to employees and directors, and incurred approximately $903,000 of non-cash compensation

51




NATIONAL COAL CORP.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

expense in accordance with APB No. 25 for 1,237,500 of these options granted during 2004 with exercise
prices below market prices (see Note #6). There were no options issued in 2003.

If the Company had used the fair value based method of accounting for its stock option plan, as
prescribed by SFAS No. 123, additional compensation expenses included in the net (loss) for 2004 would
have increased by $(5,646,461) and $(0.50) per common share, resulting in a 2004 pro forma net loss
attributable to common shareholders of $(34,969,100) and $(3.11) per share.

For purposes of calculating fair value under SFAS No. 123, the fair value of each option grant is
estimated on the date of grant using the Black-Scholes option-pricing model with the following weighted
average assumptions: no dividend yield, expected volatility rate of between 112% and 133%; risk free
interest rate of 3.25%; and average lives of 4 years.

Beneficial Conversion Feature of Debt and Preferred Stock

In accordance with Emerging Issues Task Force No. 98-5, “Accounting for Convertible Securities
with Beneficial Conversion Features or Contingently Adjustable Conversion Ratios,” and No. 00-27,
“Application of Issue No. 98-5 to Certain Convertible Instruments,” the Company recognizes the value of
conversion rights of convertible debt and equity instruments. These rights give the instrument holder the
immediate ability to convert debt or preferred equity into common stock at a price per share that is less
than the trading price of the common stock to the public. The beneficial conversion value is calculated
based on the market price of the stock at the commitment date in excess of the conversion rate of the debt
and related accruing interest or preferred stock and is recorded as a discount to the related debt or
constructive dividend to preferred stockholders and an addition to Additional Paid-in Capital. The debt
discount is ameortized and recorded as interest expense over the remaining outstanding period of related
debt.

During 2004, the Company recorded beneficial conversion debt discount and preferred stock
constructive dividends of $1,700,000 and $18,612,392, respectively.

Comprehensive Income
There are no adjustments necessary to the net loss as presented in the accompanying statement of

operations to derive comprehensive income in accordance with Statement of Financial Standards
(“SFAS™) No. 130, “Reporting Comprehensive Income.”

Segment Reporting

In June 1997, SFAS No. 131, “Disclosure about Segments of an Enterprise and Related
Information,” was issued. Operating segments, as defined in the pronouncement, are components of an
enterprise about which separate financial information is available and that are evaluated regularly by
management in deciding how to allocate resources and assess performance. During the periods presented,
the Company had one operating segment, coal mining.

Cash and Cash Equivalents

Cash and cash equivalents are stated at cost. Cash equivalents consist of all highly liquid
investments with maturities of three months or less when acquired.

52




NATIONAL COAL CORP.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued)

Marketable Securities

The Company has adopted SFAS No. 115, “Accounting for Certain Investments in Debt and
Equity Securities,” in accounting for securities. During 2003, the Company completely liquidated its
investment portfolio and recognized a net gain on sales of marketable securities totaling $73,825. The
Company did not own any marketable securities during 2004.

Inventory

Inventory consists of extracted coal that is both available for delivery to customers, as well as
extracted coal which has been removed from the ground but not yet processed through a wash plant. Coal
inventory is valued at the lower of average cost or market. Coal inventory costs include labor and
benefits, and all expenditures directly related to the removal of coal.

Property and Equipment

Property and equipment are stated at cost. Expenditures for significant renewals and
improvements that extend estimated lives are capitalized. Replacements costs, and maintenance and
repairs which do not improve or extend the life of the respective asset, are expensed as incurred. The
Company removes the cost and the related accumulated depreciation from the accounts for assets sold or
retired, and the resulting gains or losses are included in the results of operations.

Leased property and equipment meeting certain criteria is capitalized and the present value of the
related lease payments is recorded as a liability.

During 2004, the Company acquired two coal processing facilities costing a total of
approximately $872,000 that were idle as of December 31, 2004. Depreciation expense on these assets
was recorded during 2004 since the Company expects that their idle status is a temporary condition.

Depreciation is provided using the straight-line method over the estimated useful lives or lease
life of the assets, ranging up to five years. Depreciation expense recorded for 2003 and 2004 was
approximately $250,000 and $1.52 million respectively.

Coal and Mineral Rights

Significant expenditures incurred to acquire coal and mineral rights are capitalized at cost. These
costs represent the investment in mineral rights, including capitalized mine development costs, which are
costs incurred in preparation of opening a mine. Depletion and amortization is computed on an actual
tonnage mined basis calculated to amortize costs fully based on estimated total tonnage to be mined.

Loan Acquisition

Loan acquisition costs related to notes payable are amortized over the life of the debt using the
interest method.

Asset Impairment

If facts and circumstances suggest that a long-lived asset may be impaired, the carrying value is
reviewed. If this review indicates that the value of the asset will not be recoverable, as determined based
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on projected undiscounted cash flows related to the asset over its remaining life, then the carrying value
of the asset is reduced to its estimated fair value based on discounted cash flows.

Fair Value of Financial Instruments

The carrying amounts for cash, accounts receivable, accounts payable and accrued liabilities
approximate fair value because of their immediate or short-term maturities. The fair value of notes
payable approximates fair value because of the market rate of interest on the debt.

Income Taxes

Deferred income taxes are based on temporary differences between the financial statement and
tax basis of assets and liabilities existing at each balance sheet date using enacted tax rates for years
during which taxes are expected to be paid or recovered.

Net Loss Per Common Share

The Company computes and presents loss per share in accordance with SFAS No. 128,
“Earnings Per Share”. Basic earnings per share are computed based upon the weighted average number
of common shares outstanding during the period. Warrants, options, convertible debt and convertible
preferred stock representing common shares of 2,038,014 and 6,095,415 for 2003 and 2004 respectively,
were excluded from the average number of common shares outstanding in the calculation because the
effect of inclusion would be anti-dilutive.

All per share amounts reflect the retroactive effect of the April 2003 merger and the 1 for 4
reverse stock split which occurred on January 12, 20085.

Concentration of Credit Risk and Major Customers

SFAS No. 105, “Disclosure of Information about Financial Instruments with Off-Balance-Sheet
Risk and Financial Instruments with Concentrations of Credit Risk” requires disclosure of significant
concentrations of credit risk regardless of the degree of such risk.

Financial instruments which potentially subject the Company to concentrations of credit risk
counsist primarily of cash and accounts receivable. Accounts receivable are from brokers or purchasers of
the Company’s coal with payment terms that typically do not exceed 20 days. The Company routinely
performs credit evaluations of customers purchasing on account and generally does not require collateral.

The Company maintains the majority of its cash deposits in an international and a local bank.
The deposits are guaranteed by the Federal Deposit Insurance Corporation (“FDIC”’} up to $100,000. At
December 31, 2004, the Company’s combined cash balance at these banks exceeded the FDIC insurance
limit by approximately $1.5 million.

During the twelve months ended December 31, 2004, the Company derived revenue from
fourteen customers, six of which were electric utilities, six of which were industrial companies, and two
of which were coal resellers. The Company derived revenue in excess of ten-percent (10%) of total coal
sales from major customers as follows:
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Customer
A B C O DE
Year ended December 31:
2004 28% 27% 16% * *
2003 , 27% * * 52%  15%

* Less than 10%.

At December 31, 2004, the Company had six contracts of one year or longer. The following table
summarizes, as of December 31, 2004, the tons of coal that the Company is committed to deliver at prices
determined under existing long-term contracts, which prices are subject to change pursuant to the terms of
the contracts, during the calendar years 2005 through 2008:

Calendar Year Tons Avg. §/ Ton Dollar Value
2005 984,000 $55.47 $54,581,900
2006, 660,000 $53.86 £35,550,000
2007 ot 600,000 $53.40 $32,040,000
2008t 120,000 $51.00 $6,120,000

Total oo 2,364,000 $54.27 $128,291,900

Recent Accounting Pronouncements

In December 2004, the Financial Accounting Standards Board, or FASB, issued SFAS No. 123R
“Share-Based Payment,” a revision to FASB No. 123. SFAS No. 123R replaces existing requirements
under SFAS No. 123 and APB Opinion No. 25, and requires public companies to recognize the cost of
employee services received in exchange for equity instruments, based on the grant-date fair value of those
instruments, with limited exceptions. SFAS No. 123R also affects the pattern in which compensation cost
is recognized, the accounting for employee share purchase plans, and the accounting for income tax
effects of share-based payment transactions. For small-business filers, SFAS No. 123R will be effective
for interim periods beginning after December 15, 2005. The Company is currently determining what
impact the proposed statement would have on its results of operations and financial position.

The FASB has proposed FASB Staff Position No. SFAS No. 109 a, “Application of FASB
Statement No. 109, Accounting for Income Taxes, for the Tax Deduction Provided to U.S. Based
Manufacturers by the American Jobs Creation Act of 2004.” On October 22, 2004, the American Jobs
Creation Act of 2004 (the “ACT”) was signed into law by the President. This Act includes tax relief for
domestic manufacturers by providing a tax deduction up to 9 percent (when fully phased-in) of the lesser
of (a) “qualified production activities income,” as defined in the Act, or (b) taxable income (after the
deduction for the utilization of any net operating loss carry forwards). As a result of this Act, an issue has
arisen as to whether this deduction should be accounted for as a special deduction or a tax rate reduction
under Statement 109. The FASB staff believes that the domestic manufacturing deduction’s
characteristics are similar to special deductions because the domestic manufacturing deduction is based
on the future performance of specific activities, including the level of wages. Accordingly, the FASB
staff believes that the deduction provided for under the Act should be accounted for as a special deduction
in accordance with Statement 109 and not as a tax rate reduction. This provision of the Act is not
expected to have an impact on the Company’s financial statements.
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In November 2004, the FASB issued FASB Statement No. 151, which revised ARB No.43,
relating to inventory costs. This revision is to clarify the accounting for abnormal amounts of idle facility
expense, freight, handling costs and wasted material (spoilage). This Statement requires that these items
be recognized as a current period charge regardless of whether they meet the criterion specified in ARB
43. In addition, this Statement requires the allocation of fixed production overheads to the costs of
conversion be based on normal capacity of the production facilities. This Statement is effective for
financial statements for fiscal years beginning after June 15, 2005. Earlier application is permitted for
inventory costs incurred during fiscal years beginning after the date this Statement is issued.
Management believes this Statement will have no impact on the financial statements of the Company
once adopted.

In December 2004, the FASB issued FASB Statement No. 152, which amends FASB Statement
No. 66, Accounting for Sales of Real Estate, to reference the financial accounting and reporting guidance
for real estate time-sharing transactions that is provided in AICPA Statement of Position (“SOP”) 04-2,
Accounting for Real Estate Time-Sharing Transactions. This Statement also amends FASB Statement
No. 67, Accounting for Costs and Initial Rental Operations of Real Estate Projects, to state that the
guidance for (a) incidental operations and (b) costs incurred to sell real estate projects does not apply to
real-estate time-sharing transactions. The accounting for those operations and costs is subject to the
guidance in SOP 04-2. This Statement is effective for financial statements for fiscal years beginning after
June 15, 2005. Management believes this Statement will have no impact on the financial statements of
the Company once adopted.

In December 2004, the FASB issued FASB Statement No. 153. This Statement addresses the
measurement of exchanges of nonmonetary assets. The guidance in APB Opinion No. 29, Accounting for
Nonmonetary Transactions, is based on the principle that exchanges of nonmonetary assets should be
measured based on the fair value of the assets exchanged. The guidance in that Opinion, however,
included certain exceptions to that principle. This Statement amends Opinion 29 to eliminate the
exception for nonmonetary exchanges of similar productive assets and replaces it with a general exception
for exchanges of nonmonetary assets that do not have commercial substance. A nonmonetary exchange
has commercial substance if the future cash flows of the entity are expected to change significantly as a
result of the exchange. This Statement is effective for financial statements for fiscal years beginning after
June 15, 200S. Earlier application is permitted for nonmonetary asset exchanges incurred during fiscal
years beginning after the date of this Statement is issued. Management believes this Statement will have
no impact on the financial statements of the Company once adopted.

3. Lease Commitments

During the fourth calendar quarter of 2004, the Company entered into multiple capital lease
agreements with a local reseller for various mining equipment with a combined estimated fair value of
$4.47 million, which approximates the present value of the minimum lease payments. Payments are made
monthly pursuant to the lease agreements and amortization is included in depreciation expense.

Additionally, the Company rents other mining equipment pursuant to operating lease agreements,
and made lease payments totaling approximately $307,500 and $516,600 during 2003 and 2004.

A summary of future minimum payments under non-cancelable capital and operating lease
agreements as of December 31, 2004 follows:
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Capital Operating

Year Ending December 31, Leases Leases Total
2005 $ 2,749,200 $ 163,200 $ 2,912,400
2006 1,989,200 110,000 2,099,200
2007 162,600 -- 162,600
Total minimum lease payments 4,901,000 273,200 5,174,200
Less imputed interest (709.800) - - (709,800)
PV of minimum lease payments 4,191,200 $ 273200 § 4464400
Current maturities (2,350,600)
Long term maturities $ 1,840,600

4. Notes Payable
Sale of Senior Secured Promissory Notes and Warrants

In April and May 2004, the Company sold one-year promissory notes in the aggregate principal
amount of $7.5 million and three-year warrants to purchase up to an aggregate of 625,000 shares of its
common stock at an exercise price of $4.00 per share. The Company sold these securities to institutional
investors and individual accredited investors, with the largest investor being Crestview Capital Master,
LLC, for an aggregate purchase price to the Company of $7.5 million. In August 2004, certain holders of
this debt agreed to cancel $4.725 million of principle in exchange for Series A preferred stock, and the
Company repaid the remaining $2.775 million from the proceeds raised pursuant to the issuance of
additional shares of Series A convertible preferred stock (see Note #6) and retired the debt.

Sale of Convertible Promissory Notes

On August 31, 2004, the Company issued $3,000,000 of convertible promissory notes to
Crestview Capital Master LLC, an entity controlled by Crestview Capital Funds and SDS Capital Group
SPC, Ltd. Prior to maturity, the convertible promissory notes may be converted into units consisting of
the Company’s Series A convertible preferred stock and common stock purchase warrants at a price of
$15,000 per unit. Each unit consists of one share of Series A convertible preferred stock and two-year
warrants to purchase up to 500 shares of common stock at an exercise price of $8.40 per share. In
December 2004, both Crestview and SDS exercised their rights and converted their respective promissory
notes into units of the Series A convertible preferred stock and common stock purchase warrants (see
Note #6).

On August 31, 2004, the closing price of the Company’s common stock on the NASDAQ Over-
the-Counter Bulletin Board exceeded the $6.00 per share common stock conversion price of the
promissory notes. Accordingly, the Company recorded a beneficial conversion debt discount of $1.7
million for the issuance of the debt below fair value and commenced amortization over the nine-month
term of the notes. The amortization of the debt discount is recorded as interest expense. When the $3.0
million debt was converted to preferred stock in December 2004, the Company amortized the remaining
discount, thus recognizing a total of $1.7 million of non-cash interest expense during 2004.

Senior Secured Credit Facility
On November 26, 2004, the Company’s Tennessee subsidiary, National Coal Corporation, in

connection with its acquisition of assets from Appalachian Fuels, LLC entered into a credit agreement
with D. B. Zwirn Special Opportunities Fund, L.P., as Lender and administrative agent for the Lenders.
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The Company and its subsidiary, NC Transportation, Inc., a wholly-owned subsidiary of the Tennessee
corporation, guaranteed the obligations of National Coal Corporation under the credit agreement. The
credit agreement provides for an initial credit facility of $15 million with a subsequent additional credit
facility not to exceed $6 million. The Company exercised its right to borrow $15 million on November
29, 2004, the proceeds of which were used to pay the remaining $12,250,000 of acquisition costs related
to the acquisition of assets of Appalachian Fuels, LLC, pay transaction costs with respect to the closing of
the credit facility and asset purchase, and fund working capital. The Company borrowed an additional
$1.4 million in January 2005 to fund its acquisition of mining equipment. Borrowings under the credit
agreement bear interest at the rate of interest per annum publicly announced from time to time by
JPMorgan Chase as its prime rate in effect at its principal office in New York City, plus 5.75%. The
obligations under the credit agreement are secured by substantially all of the Company’s assets and those
of the Company’s subsidiaries.

Amounts borrowed under the credit agreement are payable in monthly installments of amounts
equal to 50% of the Company’s Free Cash Flow (as defined in the credit agreement) and become
immediately due and payable on their maturity date of November 26, 2006. Under this facility, the
Company is subject to numerous financial covenants, including that:

e it maintains a specified minimum earnings before income taxes, depreciation and
amortization (“EBITDA,” as defined in credit agreement) for specified periods ending on
each calendar quarter during the term of the credit agreement;

¢ it does not exceed a specified ratio of debt to EBITDA for specified periods ending on each
calendar quarter during the term of the credit agreement;

e it maintains a specified minimum ratio of EBITDA to interest expense for specified periods
ending on each calendar quarter during the term of the credit agreement;

e it maintains a specified minimum fixed charge coverage ratio for specified periods ending on
each calendar quarter during the term of the credit agreement;

e it meets minimum monthly sales requirements;

e its general and administrative costs on an annualized basis as of specified periods ending on
each calendar quarter during the term of the credit agreement does not exceed a specified
percentage of its coal sales for each such period; and °

e it will not make any capital expenditures except in the ordinary course of business in
accordance with past practices.

These financial covenants have subsequently been amended (see Note #9).
Bank Loan

In July 2004, the Company borrowed approximately $663,300 from Sevier County Bank in
Sevierville, TN with a 24-month term and an interest rate of 7.25%. Proceeds from the loan were used to
purchase mining and other vehicles. Payments are made monthly, and at December 31, 2004, the
principal remaining balance of the loan was approximately $532,900.

The following table summarizes future maturities of interest-bearing debt obligations of the
Company, not including capital leases, at December 31, 2004:
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Payments due by period

Less than 1 1-3 3-5 After
Total Year Years Years 5 Years
Senior secured credit facility $ 15,000,000 $ - $15,000,000 $ - 3 --
Bank loan 532,908 329,511 203,397 -~ --
Total debt obligations $ 15,532,908 $ 329,511 $15,203397 § -~ % --

5. Income Taxes

At December 31, 2004, the Company had a net operating loss carry forward of approximately
$9.6 million that may be offset against future taxable income. These carry forwards are subject to review
by the Internal Revenue Service and begin to expire in 2023.

The Company has fully reserved the approximately $3.8 million tax benefit of the operating loss
carry forward by a valuation allowance of the same amount because the likelihood of realization of the
tax benefit cannot be determined. There was an increase of approximately $2.6 million in 2004.

Temporary differences between the time of reporting certain items for financial statement and tax
reporting purposes consists primarily of beneficial conversion feature interest expense, stock-based
compensation, depreciation, depletion and accrued reclamation expenses.

6. Equity Transactions

Issuance of Stock upon the Conversion of Notes Payable and Accrued Interest

During 2003, the Company raised gross proceeds of $198,000 pursuant to a series of private
placements of unsecured promissory notes to four unrelated parties. Each of the notes had an interest rate
of 10% per annum and was due in March 2004. In November 2003, these note holders agreed to extend
the terms of the notes to November 2004 in consideration of the issuance to them of warrants to purchase
an aggregate of 41,250 shares of our common stock at a conversion price of $2.20 per share. In January
2004, these four unrelated parties exercised the warrants by converting their entire then outstanding
principal and accrued interest into shares of common stock. The Company issued 92,099 shares of
common stock, 90,000 shares of which were issued in repayment of principal, and 2,099 shares of which
were issued in repayment of accrued interest.

In February 2004, Crestview Capital Master, LLC, an entity controlled by Crestview Capital
Funds, purchased four outstanding notes payable of the Company from an unrelated party in the aggregate
principal amount of $3,465,200. Concurrent with its purchase of these notes, Crestview agreed to extend
the maturity date on all four notes to March 25, 2005 and to modify certain provisions. These notes bear
interest at an annual rate of 12%. Two of the notes, in the aggregate principal amount of approximately
$3.2 million, are convertible into our common stock at a price of $2.00 per share. Crestview also
purchased common stock purchase warrants from the original debt holder which warrants had been issued
by the Company as additional consideration for the convertible notes. The warrants allow Crestview to
purchase up to 399,312 shares of our common stock at a price of $2.20 per share, and expire on March 25,
2005. Two of the notes payable in the aggregate principal amount of $270,314, were paid in full in
December 2004, With respect to the convertible notes:

e In March 2004, the Company issued Crestview 80,347 shares of common stock upon
conversion of $160,693 of accrued interest;
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e In April 2004, the Company issued Crestview 250,000 shares of common stock upon
conversion of $500,000 of principal; and

e In October 2004, the Company issued Crestview 1,347,451 shares of common stock upon
conversion of the remaining $2,694,903 of principal of the convertible debentures.

Issuance of Stock for Cash
Private Placements of Common Stock

In February 2004, the Company sold an aggregate of 1,250,000 shares of its common stock in a
private placement at a price of $2.20 per share to one institutional investor and three accredited investors.

In January and February 2003, a total of 874,997 shares of common stock were sold to
individuals for $17,500 ($0.04 per share). In June and July 2003, a total of 337,500 shares were sold to
investors for $270,000 ($0.80 per share).

August 2004 Private Placements of Convertible Preferred Stock

On August 31, 2004, the Company sold $16,030,000 of Series A convertible preferred stock and
common stock purchase warrants in separate private placement transactions. The Company issued a total
of 1,068.67 shares of Series A convertible preferred stock, at $15,000 per share, for cash consideration of
$11.305 million and cancellation of $4.725 million of its senior secured promissory notes issued in April
and May 2004. Each share of Series A convertible preferred stock is convertible into 2,500 shares of
common stock. For each share of Series A convertible preferred stock, the investors also were issued
two-year warrants to purchase 500 shares of common stock at an exercise price of $8.40 per share.

Convertible Debt Financing

On August 31, 2004, the Company issued $3,000,000 of convertible promissory notes (see Note
#4). Prior to maturity, the convertible promissory notes may be converted into units consisting of our
Series A convertible preferred stock and common stock purchase warrants at a price of $15,000 per unit.
Each unit consists of one share of Series A convertible preferred stock and two-year warrants to purchase
up to 500 shares of common stock at an exercise price of $8.40 per share. In December 2004, the holders
of the convertible promissory notes converted the $3,000,000 principle into 200 shares Series A
convertible preferred stock and warrants to purchase up to 100,000 shares of common stock.

Preferred Stock and Warrant Purchase Rights

Investors who paid cash consideration in either the Series A convertible preferred stock financing
or convertible debt financing also received the right to purchase additional units of Series A convertible
preferred stock and common stock purchase warrants. Each of these investors can purchase, at a price of
$15,000 per unit, up to a number of units with an aggregate purchase price equal to 33.33% of the amount
invested in the initial financing. Each unit consists of one share of Series A convertible preferred stock
and two-year warrants to purchase up to 500 shares of common stock at an exercise price of $8.40 per
share. The purchase rights must be exercised no later than ninety days following January 28, 2005. The
holders of convertible promissory notes may exercise this additional purchase right only if they convert
their promissory note in full. In December 2004, the Company issued 241.33 shares of its Series A
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convertible preferred stock and warrants to purchase 482,660 shares of its common stock upon the
exercise by certain holders of these purchase rights. The Company received gross proceeds of
approximately $3,620,000 in connection with the sale of these securities.

Registration Rights Agreement

In connection with the August 31, 2004 private placement financings, the Company entered into
separate registration rights agreements with the investors. Pursuant to the separate registrant rights
agreements, the Company agreed to file a registration statement registering the resale by the investors of
all of the shares of common stock issuable upon conversion of preferred shares and exercise of warrants,
including preferred shares and warrants issuable upon conversion of the convertible promissory notes and
exercise of the purchase rights. The Company agreed to keep the registration statement effective until the
earlier of the date on which all of the common shares have been sold and the date that all the common
shares may be sold by the investors pursuant to Rule 144(k) under the Securities Act of 1933. If the
Company does not register these shares for resale within 150 days of the closing date of the financing, the
Company must pay each of the investors a fee of 2.0% of the per share purchase price paid by such
investor for each preferred share, and following such date, a fee of 1.0% of the per share purchase price
paid by such investor for each preferred share for each month that the shares are not registered. Pursuant
to the separate registration rights agreements, the Company filed a Form SB-2 on November 1, 2004 with
the Securities and Exchange Commission, and such registration statement was declared effective by the
SEC on January 28, 2005. Accordingly, no additional percentage fees were paid to any of the investors of
the August 2004 financing.

Issuance of Stock Pursuant to the Exercise of Warrants

During 2004, the Company issued an aggregate of 867,200 shares of its common stock pursuant
to the exercise warrants, of which 389,139 shares were issued pursuant to cashless exercises and 478,061
shares were issued pursuant to the payment of $1.109 million.

Issuance of Stock for Land

In May 2004, the Company purchased from Cumberland Timber Company, LLC, 1,738 acres of
land in Eastern Tennessee for a total purchase price of $631,000, which consisted of $280,000 cash and
75,000 shares of common stock. The 75,000 shares were valued at a price per share of $4.68, which was
the closing price of the Company’s common stock on May 14, 2004, the date of closing for this
transaction.

Issuance of Stock for Services

In March 2004, a total of 41,958 shares of common stock were granted to the then Chairman of
the Board in lieu of cash compensation for services. The stock was valued at $226,573 or $5.40 per
share, which was the closing price of the Company’s common stock on the date the stock was granted.

In January 2003, a total of 7,674,978 shares of common stock were granted to the four founding

officer/directors of the Company for services. The stock was valued at $153,500 ($0.04 per share) based
on stock transactions for cash with unrelated individuals (see above).
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Issuance of Stock Pursuant to 2003 Reverse Merger

On March 28, 2003, National Coal Corporation (Tennessee) entered into an Agreement and Plan
of Reorganization to acquire 8.55 million shares of the Company’s common stock for all of National Coal
Corporation (Tennessee)’s outstanding common stock. The shares were exchanged on April 30, 2003.
Immediately after the transaction, the former National Coal Corporation (Tennessee) shareholders owned
approximately 94.8% of the Company’s common stock.

The reorganization was recorded as a recapitalization effected by a reverse merger wherein the
Company was treated as the acquiree for accounting purposes, even though it was the legal acquirer.
Since the Company was a non-operating entity with limited business activity, goodwill was not recorded.

Issuance of Stock Options

In March 2004, the Company adopted and made effective an employee stock option plan (the
“2004 Option Plan”) which was amended in January 2005. A total of 2,750,000 shares of common stock
have been reserved for issuance upon exercise of awards granted under the 2004 Option Plan, and in
general, granted options vest over a four-year period. The 2004 Options Plan is administered by the full
board of directors, will terminate in March 2014 and allows for the issuance of both incentive stock
options that qualify under Section 422 of the Internal Revenue Code and nonqualified stock options to
employees, officers, directors, consultants, independent contractors and advisors of the Company or any
parent or subsidiary of the Company provided the consultants, independent contractors and advisors
render services not in connection with the offer and sale of securities in a capital-raising transaction. Any
shares of common stock subject to an award, which for any reason expires or terminates unexercised, are
again available for issuance under the 2004 Option Plan.

During 2004, the Company granted a total of 1,448,750 nonqualified stock options to purchase
shares of common stock to certain employees at exercise prices ranging from $2.20 to $5.60 per share.

Information regarding the Company’s employee stock option plan is as follows for the year ended
December 31, 2004:

Weighted
Common Average
Shares Price

Options outstanding at January 1 ......coevvevnninncneniirnieee -- --
GIANtE ....ooveeicieecce ettt eae s 1,448,750 $2.65
EXErciSed .....ocovvieiiiiieii et - --
CanCEled .oovviiiiee e et - --
Options outstanding at December 31,2004 ... 1,448,750 $2.65
Options available for grant at December 31, 2004................... 1,301,250

On January 1, 2005, 25%, or 362,188, of the issued options were deemed vested. In addition, as
of December 31, 2004, there were outstanding warrants to purchase 1,004,998 shares of common stock
for an average per share price of $7.95.
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Other

In June 2003, 105,363 shares of the Company’s common stock were re-purchased for $21,073
and cancelled.

7. Related Party Transactions

On July 1, 2003, the Company sold mineral royalty rights for coal mined on the Patterson
Mountain portion of its New River Tract property for $75,156 to Jenco Capital Corporation (*Jenco”), an
entity owned by the Company’s Chief Executive Officer and President. The Company was obligated to
pay Jenco $2.00 per mined ton on the property. During 2003 and 2004, the Company paid Jenco $59,572
and $15,584, respectively, in accordance with the agreement. The Company has no further obligation to
Jenco pursuant to this royalty agreement.

On August 1, 2003, the Company sold its interest in mineral royalty rights that it received from
U.S. Coal, Inc. for coal mined on a section of the Smokey Mountain portion of its New River Tract
property. The Company sold these royalty rights for $250,000 to Jenco. The Company recorded the
proceeds from the sale as deferred revenue and recognized revenue each month based on U.S. Coal’s
production. During 2003 and 2004, the Company recognized the royalty revenue, $146,597 and
$103,403, respectively, and as of December 31, 2004 had no further obligation pursuant to this
agreement.

These transactions were completed with Jenco, a related party, because (i) the Company needed a
prompt capital infusion to ramp up its coal production, (i) Jenco had available cash for the transaction,
(iii) the Company could not have developed another independent source for the capital without
considerable time delay due to lack of a production history, and (iv) the Company had no knowledge of
any outside sources for such capital at the time of the transactions. The Company believes that given the
time delay to search for capital and the cost of lost opportunity, the terms of these transactions were
acceptable because it afforded the Company immediate liquidity for operating purposes.

On June 30, 2003, the Company assigned a ten-year, $0.25 per ton royalty interest on all the coal
sold from its New River Tract property, to both the then Chairman of the Board and its current Chief
Executive Officer and President. The agreement provided that in the event any mineral properties were
sold prior to the end of the ten-year period, the obligation would be settled by paying 12}2% of the sales
price to each individual. Pursuant to the sale of mineral property rights to Jenco in July and August 2003,
the Company paid both the Chairman of the Board and Chief Executive Officer and President 12}2% of
the sales price, for an aggregate payment of $81,289. In February 2004, the Chairman of the Board and
Chief Executive Officer and President each agreed to permanently cancel all future royalty payments
pursuant to this royalty agreement.

In 2003, the Company acquired mining equipment and certain other intangible mining rights and
information from Strata Coal, LLC (“Strata™) for $47,000 ($7,000 cash and a non-interest bearing
promissory note) and assumption of promissory notes payable to unrelated parties totaling $174,000. The
Company also assumed $14,875 of Strata’s accounts payable. Strata is owned by the Chairman of the
Board and the CEO/President of the Company. Since the Strata transaction involved related parties,
primarily for intangible consideration, the $205,875 purchase price (exclusive of the mining equipment
subsequently sold —see below), was expensed in 2003. Subsequent to March 31, 2003 the promissory
notes (totaling $214,000) were paid and on June 11, 2003 the mining equipment was sold to Jenco for
$30,000.
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In March 2003, the Company paid the Chairman of the Board and the CEO/President $150,000
each for corporate organization and promotion activities.

In October 2003, the Company loaned its current Chief Financial Officer $15,000 with an annual
interest rate of 3'4% and a maturity of 1 year. This loan was made to this individual before he became the
Company’s full time CFO and before he was an officer of the Company. In February 2004, this loan,
plus accrued interest, was paid in full.

During 203 and 2004, the Company paid the law firm of Kite, Bowen & Associates, PA, $45,000
and $10,000, respectively, for professional services rendered. Mr. Kite was the managing partner of Kite,
Bowen & Associates, PA, and previously served on the Company’s Board of Directors. In May 2004,
Mr. Kite joined the Company on a full time basis as its General Counsel.

The Company borrowed an aggregate of $305,000 from Jenco from August 2003 through January
2004, and borrowed $105,000 from the President and CEO in December 2003. Each of these loans were
evidenced by a note payable which accrued simple interest at an annual rate of 8% and was payable on
demand. These loans were paid in full during the first six months of 2004.

In September 2004, the Company repaid a $150,000 note payable to the former Chairman.
During 2004 the Company paid a total of $18,833 interest pursuant to the note. This debt was
outstanding since February 2003.

In October 2004, the Company borrowed $10,000 from its Chief Financial Officer and $40,000
from its Operations Manager, which amounts were repaid in December 2004. These loans accrued simple
interest at an annual rate of 8%.

In October 2004, the Company revised the employment contracts of its Chief Executive Officer,
its Chief Financial Officer and its Operations Manager such that each individual is entitled to additional
monthly compensation in an amount equal to five cents ($0.05) per ton of coal sold each month from coal
mined from all of the Company’s owned and leased properties.

During 2004, the Company paid RS Holdings, Inc., an entity owned by the Company’s
Operations Manager, a total of $6,000 as rental payments for the storage of maps and other mining
documents.

8. Asset Retirement Obligations

Since commencing mining activities, the Company has received numerous permits, has deposited
$257,500 in cash with OSM, and has provided bank letters of credit for $4.97 million for reclamation
bonding with OSM. These letters of credit are secured by certificates of deposit totaling $4.27 million
and a $700,000 pledge of the Company’s corporate headquarters.

The following table describes the changes to the Company’s asset retirement obligations for 2003
and 2004:
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2003 2004

Balance at beginning of period........ccoceveininiicinnn $ - § 64,359
ACCTELION EXPEIISE 1.uvevvreeeriereieeenreeieeieeeiesieeieeserneeeaeans 7,047 34,604
Additions resulting from property additions ................ 57,312 1,790,179
Adjustments and revisions from annual re-costing ...... - 503,697
Obligations settled ..o ieevieiiiein e, -- (87,090)
Balance at December 31 ..o $ 64,359 $ 2,305,749
Current portion included in accrued expenses.............. -- (211,990)
Long-term lability.........cocoimverrenineniinrece s $ 64,359 $ 2,093,759

9, Events Subsequent to December 31, 2004

Reverse Stock Split

At the close of business on January 12, 2005, the Company affected a 1-for-4 reverse split of its
issued and outstanding common stock as previously approved on October 12, 2004 by its board of
directors and stockholders. All share and per share amounts have been retroactively restated for all
periods presented to reflect the effect of the reverse split.

Additional Borrowings Pursuant to Senior Credit Facility

On January 12, 2005, the Company borrowed an additional $1.4 million under and pursuant to the
terms and conditions of a Credit Agreement entered into with D. B. Zwirn Special Opportunities Fund,
L.P. on November 26, 2004 (see Note #4).

Registration Statement on Form SB-2 Declared Effective

On January 28, 2005, the Company’s previous filed Registration Statement on Form SB-2, as
amended, was declared effective by the SEC, registering 17,587,730 shares of common stock for resale
by the selling shareholders. The registered shares include shares which may be issued pursuant to the
conversion of Series A convertible preferred stock and the exercise stock purchase warrants.

Additional Borrowings; Purchase of Mining Equipment

In January 2005, the Company signed an agreement committing the Company to the purchase of
a high wall miner for a total purchase price of approximately $5.5 million, and paid a $500,000 deposit
toward that purchase commitment. In March 2005, the Company borrowed an additional approximately
$5.14 million and completed the purchase of this piece of mining equipment. The note has a maturity of
August 10, 2005, is secured by the high wall miner, and has a rate of interest of eighteen percent (18%)
per annum calculated from the 61% day until maturity. The Company paid an origination fee of
approximately $200,000 upon the execution of the loan documents. The lenders were also issued S-year
common stock purchase warrants to purchase up to 140,000 shares of the Company’s common stock at an
exercise price per share of $8.50. Crestview Capital Master, LLC participated in this transaction.

Resignation and Appointment of an Officer and a Director

On February 8, 2005, Farrald G. Belote, Jr. resigned his position as director of the Company and
was replaced on February 16, 2005 by Scott H. Filstrup.
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On March 10, 2005 the Company announced that effective April 1, 2005, Robert Chmiel will
resign his positions as Chief Financial Officer and director, and be replaced by Mark Oldham in both
capacities.

Revised Senior Credit Facility Covenants and Waiver for Non-Compliance of Covenants

At December 31, 2004, the Company was not in compliance with its financial covenants related
to EBITDA or its minimum monthly sales requirements under the Company’s credit agreement with
D. B. Zwirn. On March 29, 2005, the Company amended its credit agreement, effective as of December
31, 2004, at a cost of $120,000, to revise its financial covenants related to EBITDA and minimum
monthly sales requirements to bring the Company back into compliance. The new financial covenants
with D. B. Zwirn are effective for the term of the credit agreement and are based on the Company’s
projections.

66



Item 8. Changes in and Disagreements with Accountants on Accounting and Financial
Disclosure

Not applicable
Item 8A. Controls and Procedures
Controls and Procedures

Members of the company's management, including our Chief Executive Officer and President,
Jon Nix, and Chief Financial Officer, Robert Chmiel, have evaluated the effectiveness of our disclosure
controls and procedures, as defined by paragraph (e) of Exchange Act Rules 13a-15 or 15d-15, as of
December 31, 2004, the end of the period covered by this report. Based upon that evaluation, Messts.
Nix and Chmiel concluded that our disclosure controls and procedures are effective.

Internal Control Over Financial Reporting

There were no changes in our internal control over financial reporting or in other factors
identified in connection with the evaluation required by paragraph (d) of Exchange Act Rules 13a-15 or
15d-15 that occurred during the fourth quarter ended December 31, 2004 that have materially affected, or
are reasonably likely to materially affect, our internal control over financial reporting.

Item 8B. Other Information

None




PART III

Item 9. Directors, Executive Officers, Promoters and Control Persons; Compliance With
Section 16(a) of the Exchange Act

The following table sets forth the name, age and position of each of our executive officers and
directors as of March 21, 2005.

Name Age Position Held
Jon Nix ¢V 35 President and Chief Executive Officer and Chairman
of the Board of Directors
Robert Chmiel 44 Chief Financial Officer and Director
Charles Kite 60 General Counsel
Scott Filstrup 62 Director
Jeanne Bowen Nix ¢ 34 Secretary, Treasurer and Associate Counsel
William R. Snodgrass 41 Operations Manager
Joseph A, Davis Jr. 57 Vice President, Sales
(1) Jon Nix and Jeanne Bowen Nix are married. Charles Kite is Jeanne Bowen Nix’s stepfather.

Jon Nix, one of our founders, has served as our President and Chief Executive Officer and as a
director since January 2003 and Chairman of the Board since March 2004. Mr. Nix has over eight years
experience in the financial industry. He is the founder of Jenco Capital Corporation, a Tennessee
consulting and holding corporation. He is also a co-founder of Medicine Arm-In-Arm, Inc., a nonprofit
children’s charity that provides medical services to underprivileged children around the world. Mr. Nix
holds a Bachelor of Arts degree in Economics from the University of Tennessee.

Robert Chmiel has served as our Chief Financial Officer since September 2003 and as a director
since March 2004. From December 2000 to April 2003, Mr. Chmiel served as Chief Financial Officer
and Chief Operating Officer of Brilliant Digital Entertainment, Inc. (OTCBB: BDEI), a publicly-traded
digital content distribution firm, where he managed five separate debt and equity financings. Previously,
from 1999 to 2000, he was the President and Chief Operating Officer and co-founder of Phase2Media,
Inc., a privately-held Internet advertising sales and marketing firm. In 1998, Mr. Chmiel served as Chief
Financial Officer of BarnesandNoble.com (formally NASDAQ: BNBN) prior to the company’s initial
public offering. From 1995 to 1998, Mr. Chmiel was employed at the Walt Disney Company, where he
served as Vice President, Finance & Operations, for the original team that launched Disney’s online
operations. Mr. Chmiel earned his MBA from the Wharton School of Business at the University of
Pennsylvania in 1987 and his BA in Economics from the College of the Holy Cross in 1982.

Scott Filstrup has served as a Director since February 16, 2005. Mr. Filstrup is president of The
Consultants Limited of Tulsa, Oklahoma, a professional services firm offering strategic planning and
management consulting services to business organizations and entrepreneurs including creation of new
businesses and products. Prior to The Consultants Limited, Mr. Filstrup was a director for strategic
planning of MAPCO, Inc., an energy company. Before that, he held various executive and management
positions in planning and marketing with The Williams Companies, an energy firm operating in Tulsa,
and Monsanto Company of St. Louis, MO. He has also held additional CEQ and board of director
positions with many emerging energy and technology firms throughout the United States. Mr. Filstrup is
a member of multiple professional organizations including George W. Bush’s Presidential Business
Commission and is currently a board member of various healthcare, medical and technology firms in
Oklahoma and Illinois.
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Charles Kite has served as our General Counsel since May 2004, and served as a director from
February 2003 until May 2004. Prior to becoming our General Counsel, Mr. Kite, an attorney since 1973,
was our outside corporate counsel, and since 1985 has had a general practice in the East Tennessee law
firm of Kite, Bowen & Associates, P.A. where he specialized in commercial business representation, tax
representation and litigation, estate planning, and probate matters. He graduated from Carson Newman
College in 1967 with a Bachelor of Arts degree, and received his Juris Doctorate degree from the
University of Tennessee in 1973.

Jeanne Bowen Nix has served as our Secretary and Treasurer since January 2003 and as Associate
Counsel since May 2004. Ms. Bowen Nix has held a license to practice law in the State of Tennessee
since 1997. From 1997 to May 2004, Ms. Bowen Nix was a junior partner in the East Tennessee law firm
of Kite, Bowen & Associates, P.A. where she specialized in general corporate and real estate matters.
She graduated cum laude from the University of Tennessee in May of 1993 with a Bachelor of Arts
degree in Psychology and received her Juris Doctorate degree from Louisiana State University Law
School in May of 1997.

William R. Snodgrass has served as our Operations Manager since July 2003. Mr. Snodgrass also
served as a consultant to us from February 2003 to July 2003. Prior to joining us, Mr. Snodgrass served
as superintendent and area manager for Tennessee Mining, Inc., a subsidiary of Addington Enterprises,
Inc., one of the largest coal companies in the nation, a position he held from 1994 until February 2003.
Mr. Snodgrass has extensive knowledge and expertise in the coal mining industry and has been involved
in numerous mining projects in the Kentucky and Tennessee areas.

Joseph A. Davis Jr. has served as our Vice President, Sales since April 2004. Prior to joining us,
Mr. Davis served as Senior Vice President, Sales and Marketing, and a Director for Pen Coal Corporation.
During his twenty years at Pen Coal Corporation, he was responsible for domestic and international coal
sales and transportation. Mr, Davis earned his Bachelor of Arts degree from Western Kentucky
University in political science and history.

Committees of the Board of Directors

Our board does not have any committees, including an audit committee. The functions
customarily delegated to an audit committee are performed by our full board of directors. As we do not
maintain an audit committee, we do not have an audit committee “financial expert” within the meaning of
Item 401(e) of Regulation S-B.

We intend to establish an audit committee, compensation committee, and nominating and
corporate governance committee following the expansion of our board to include at least three directors
who are independent under the applicable rules of the SEC and NASDAQ.

Compliance with Section 16(a) of the Exchange Act

Section 16(a) of the Securities Exchange Act of 1934 requires that our executive officers and
directors, and persons who own more than ten percent of a registered class of our equity securities, file
reports of ownership and changes in ownership with the SEC. Executive officers, directors and greater-
than-ten percent stockholders are required by SEC regulations to furnish us with all Section 16(a) forms
they file. Based solely on our review of the copies of the forms received by us and written representations
from certain reporting persons that they have complied with the relevant filing requirements, we believe
that, during the year ended December 31, 2004, all of our executive officers, directors and greater-than-
ten percent stockholders complied with all Section 16(a) filing requirements, except for the following: (i)
Initial Statements of Beneficial Ownership of Securities on Form 3, were filed late by Scott Filstrup,
William Snodgrass, Joseph Davis and Crestview Capital Master, LLC; (ii) four (4) Statements of Changes
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in Beneficial Ownership on Form 4, reporting eleven (11) separate transactions, were filed late by Jon
Nix; (iii) three (3) Statements of Changes in Beneficial Ownership on Form 4, reporting ten (10) separate
transactions, were filed late by Jeanne Bowen Nix; (iv) two (2) Statements of Changes in Beneficial
Ownership on Form 4, reporting thirteen (13) separate transactions, were filed late by each of Farrald
Belote and Arlene Belote; and (v) one Annual Statement of Changes in Beneficial Ownership on Form 5,
reporting two (2) separate transactions that were not timely filed on Form 4, was filed by Jenco Capital
Corporation.

Code of Ethics

We have adopted a Code of Ethics applicable to all of our Board members and to all of our
employees, including our Chief Executive Officer and Chief Financial Officer. The Code of Ethics
constitutes a “code of ethics” as defined by applicable SEC rules and a “code of conduct” as defined by
applicable NASDAQ rules. The Code of Ethics has been publicly filed with the SEC as an exhibit to our
Annual Report on Form 10-KSB for fiscal 2004. You may also request a copy of the Code of Ethics by
writing or calling us at:

National Coal Corp.

Attn: Investor Relations
8915 George Williams Road
Knoxville, TN 37923

(865) 690-6900

Any waiver of the Code of Ethics pertaining to a member of our Board or one of our executive
officers will be disclosed in a report on Form 8-K filed with the SEC.
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ftem 10. Executive Compensation

Summary Compensation Table

The following table sets forth, as to the Chief Executive Officer and as to each of the other four
most highly compensated executive officers whose compensation exceeded $100,000 during the last
fiscal year, information concerning all compensation paid for services to us in all capacities for our fiscal
year which commenced on January 30, 2003 (inception) and ended December 31, 2003, and for our fiscal
year which ended December 31, 2004. The compensation table excludes other compensation in the form
of perquisites and other personal benefits that constituted less than 10% of the total annual salary and
bonus for the executive officer during the applicable fiscal year.

Long-Term
Compensation
Annual Compensation Awards
Number of
Fiscal Year Securities
Name and Ended Other Annual Underlying
Principal Position December 31, Salary Bonus Compensation Options
JON NIX ..o 2004 $298,077 $111,934 - 625,000
President and Chief 2003 $161,538 $150,000 - -
Executive Officer
Robert Chmiel ........c............ 2004 $232,385 $ 74,684 -- 375,000
Chief Financial 2003 $ 47,753 - -- --
Officer
Charles Kite @ ...........ccoooo..on... 2004 $ 97,500  $ 28,000 - 125,000
General Counsel 2003 -- - - -
Jeanne Bowen NiX ... 2004 $107,231 $ 36,000 -- 125,000
Secretary, Treasurer 2003 $ 64,615 -- - --
and Associate Counsel
William R. Snodgrass @ ....... 2004 $116,192 $ 16,898 $ 30,6759 50,000

Operations Manager 2003 $29,915 $ 15,800 $ 35,900 ® -

(1) Mr. Chmiel’s employment as Chief Financial Officer commenced in September 2003.

(2) Mr. Kite’s employment as General Counsel commenced in May 2004,

(3) Mr. Snodgrass’ employment as Operations Manager commenced in July 2003. Mr. Snodgrass served as a consultant to us from February
2003 to July 2003.

(4) Represents the value of a year-end bonus gift given to Mr. Snodgrass.

(5) Represents consulting fees paid to Mr. Snodgrass for services rendered from February 2003 to July 2003, before he became our employee.
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Option Grants in 2004

The following table presents information regarding stock option grants during 2004 to the
executive officers named in the summary table below. None of these individuals exercised options during
2004.

Number of Percent of
Securities Total Options
Underlying Granted To Exercise
Options Employees In Or Base Expiration
Name Granted Fiscal Year? Price @ Date
JON NIX coiiiireeeie e 625,000 44.1% $2.20 3/25/14
Robert Chmiel ... 375,000 26.5% $2.20 3/25/14
Charles Kite ......oovveevveeriecire e reeree e 25,000 1.8% $2.20 3/25/14
100,000 7.1% $5.40 5/03/14
Jeanne Bowen NiX.........cooveiveiiinieiineeene 125,000 8.8% $2.20 3/25/14
William R. Snodgrass........c.coeceveeeeninnnne 50,000 3.5% $2.20 3/25/14

(1) All of these options were granted under our 2004 Option Plan, vest in four equal annual instaliments of 25% each
commencing on January 1, 2005, and have a term of 10 years.

(2) Options covering an aggregate of 1,417,500 shares were granted to employees during fiscal 2004.

(3) The exercise price and tax withholding obligations related to exercise may be paid by delivery of already owned shares,
subject to certain conditions.

Option Values at December 31, 2004

None of the executive officers named in the summary table above exercised options during 2004.
The following table presents the number of shares of our common stock subject to exercisable and
unexercisable stock options held as of December 31, 2004. Also presented are values of “in-the-money”
options, which represent the positive difference between the exercise price of each outstanding stock
option and $13.20 per share, which is the last reported sales price of our common stock on the OTC
Bulletin Board on December 31, 2004.

Number of Securities Value of Unexercised
Underlying Unexercised In-the-Money Options at
Options at December 31, 2004 December 31, 2004
Name Exercisable Unexercisable Exercisable Unexercisable
JON NIX ottt seae e -- 625,000 -- $£6,875,000
Robert Chmiel .......coevviiieiiiiiiiiieecens - 375,000 - $4,125,000
Charles Kite ..ooovovoivieiiiceeiece e - 125,000 -- $1,055,000
Jeanne Bowen NiX......ccoocevvveiivvneceieeeennen. - 125,000 -- $1,375,000
William R. Snodgrass........ccocccvevenveriennen -- 50,000 -- $550,000

Director Compensation

In the past, our outside directors did not receive cash compensation for their services, but were
reimbursed for their reasonable expenses incurred on our behalf or in attending meetings. Inside board
members have not received any compensation for their services and we intend to change that position.
We are currently revising our compensation plan and intend to pay outside directors a fee for being a
board member as well as fees for chairing and sitting on committees of the board, such as an audit
committee and a compensation committee once we formally establish each of these. In March 2004, we
granted each of Farrald Belote and Charles Kite, our two non-employee directors at that time, an option to
purchase 25,000 shares of our common stock at an exercise price of $2.20 per share. These options were
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granted under our 2004 Option Plan. Mr. Kite subsequently became employed as our General Counsel in
May 2004 and Mr. Belote resigned his position as director in February 2005.

Employment Contracts and Change of Control Agreements

Other than William Snodgrass, each of the executive officers named in the summary
compensation table not only serves as an officer of National Coal, but also as an officer of our wholly-
owned subsidiary National Coal Corporation. Mr. Snodgrass is an executive officer of National Coal
Corporation only. Each of the named executive officers is party to an employment agreement with
National Coal Corporation.

Jon E. Nix

In July 2004, our wholly-owned subsidiary, National Coal Corporation, entered into an
employment agreement with Mr. Nix, as President and Chief Executive Officer, which agreement was
subsequently amended and restated effective as of October 1, 2004. Under his employment agreement,
Mr. Nix is entitled to an initial salary of $408,000 per year and a cash bonus in an amount to be
determined in good faith by the Board of National Coal Corporation on an annual or quarterly basis, as
approved by the Board. As further compensation, Mr. Nix also is entitled to monthly compensation in an
amount equal to five cents ($.05) per ton of coal (calculated upon “clean” tonnage sold as opposed to
“raw” tonnage mined) sold by National Coal Corporation each month that is mined from all of its owned
and leased properties. Annual increases in Mr. Nix’s base salary are determined in good faith by the
Board at the beginning of each fiscal year. The initial term of Mr. Nix’s employment is two years, which
term will be automatically renewed for successive two-year terms unless the Board of National Coal
Corporation provides Mr. Nix written notice of non-renewal no later than 120 days prior to the expiration
of the then-current term.

Pursuant to Mr. Nix’s employment agreement, National Coal Corporation maintains key man life
insurance for Mr. Nix. Any proceeds of this policy would be distributed 50% to National Coal
Corporation and 50% to Mr. Nix’s heirs.

Jeanne Bowen Nix

In April 2003, our wholly-owned subsidiary, National Coal Corporation, entered into an
employment agreement with Mrs. Bowen Nix as Secretary/Treasurer and General Counsel, which
agreement was subsequently amended and restated effective as of September 16, 2004. Under her
employment agreement, Mrs. Bowen Nix is entitled to an initial salary of $144,000 per year, and an
annual cash bonus in an amount to be determined in good faith by the Board of National Coal
Corporation, which amount may not exceed 50% of Mrs. Bowen Nix’s base salary for such year. Annual
increases in Mrs. Bowen Nix’s base salary are determined in good faith by the Board at the beginning of
each fiscal year. The initial term of Mrs. Bowen Nix’s employment is two years, which term will be
automatically renewed for successive two-year terms unless the Board of National Coal Corporation
provides Mrs. Bowen Nix written notice of non-renewal no later than 120 days prior to the expiration of
the then-current term. In January 2005, Mrs. Bowen Nix agreed to restructure her contract, reducing her
salary to $57,600 per year.

Mrs. Bowen Nix resigned as General Counsel in May 2004 upon the hiring of Mr. Kite as
General Counsel. Ms. Bowen Nix continues to serve as Secretary/Treasurer and Associate Counsel.
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Charles W. Kite

In May 2004, our wholly-owned subsidiary, National Coal Corporation, entered into an
employment agreement with Mr. Kite as General Counsel, which agreement was subsequently amended
and restated effective as of September 16, 2004. Under his employment agreement, Mr. Kite is entitled to
an initial salary of $180,000 per year, and an annual cash bonus in an amount to be determined in good
faith by the Board of National Coal Corporation. Annual increases in Mr. Kite’s base salary are
determined in good faith by the Board at the beginning of each fiscal year. The initial term of Mr. Kite’s
employment is two years, which term will be automatically renewed for successive two-year terms unless
the Board of National Coal Corporation provides Mr. Kite written notice of non-renewal no later than 120
days prior to the expiration of the then-current term.

Under his employment agreement, Mr. Kite was granted an immediately exercisable option to
purchase 100,000 shares of our common stock at an exercise price of $2.20 per share under the terms and
conditions set forth in the 2004 National Coal Corp. Option Plan. Pursuant to the 2004 option plan, Mr.
Kite’s options vest ratably over a four-year period beginning January 1, 2005.

Robert Chmiel

In July 2004, our wholly-owned subsidiary, National Coal Corporation, entered into an
employment agreement with Mr. Chmiel as Chief Financial Officer, which agreement was subsequently
amended and restated effective as of October 1, 2004. Under his employment agreement, Mr. Chmiel is
entitled to a base salary of $240,000 per year, and an annual cash bonus in an amount to be determined in
good faith by the Board of National Coal Corporation. Annual increases in Mr. Chmiel’s base salary are
determined in good faith by the Board at the beginning of each new fiscal year. As further compensation,
Mr. Chmiel also is entitled to monthly compensation in an amount equal to five cents ($.05) per ton of
coal (calculated upon “clean” tonnage sold as opposed to “raw” tonnage mined) sold by National Coal
Corporation each month that is mined from all of its owned and leased properties. The initial term of Mr.
Chmiel’s employment is two years, which term will be automatically renewed for successive two-year
terms unless the Board of National Coal Corporation provides Mr. Chmiel written notice of non-renewal
no later than 120 days prior to the expiration of the then-current term.

Pursuant to Mr. Chmiel’s employment agreement, National Coal Corporation maintains key man
life insurance for Mr. Chmiel. Any proceeds of this policy would be distributed 50% to National Coal
Corporation and 50% to Mr. Chmiel’s heirs.

William R. Snodgrass

In October 2004, our wholly-owned subsidiary, National Coal Corporation, entered into an
amended employment agreement with William R. Snodgrass as Operations Manager of Mining
Operations. Under his employment agreement, Mr. Snodgrass is entitled to an initial salary of $120,000
per year and an annual cash bonus in an amount to be determined in good faith by the Board of National
Coal Corporation. After two years of employment, annual increases in Mr. Snodgrass’s base salary are
determined in good faith by the Board at the beginning of each fiscal year. The initial term of Mr.
Snodgrass’s employment is two years, which term will be automatically renewed for successive two-year
terms unless the Board of National Coal Corporation provides Mr. Snodgrass written notice of non-
renewal no later than 120 days prior to the expiration of the then-current term.

Termination and Severance under the Employment Agreements

Pursuant to their employment agreements, the employment of each of the executive officers may
be terminated in any of the following manners:
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s by the employee’s death;

e by the Board, if due to physical or mental disability the employee is unable to adequately
perform his or her material duties on a full-time basis for a period of four months (whether
consecutive or not) within any twelve (12) month period;

¢ by a majority vote of the Board, if, after notice to the employee and advice of independent
legal counsel, the Board determines that the employee has engaged in misconduct by (i)
habitually and continuously being unavailable to act or respond on our behalf; (i1) engaging
in willful misconduct or fraud, (iii) being convicted of a felony, (iv) willfully and
continuously materially failing to observe or perform the duties of his or her employment;
(v) willfully acting in a manner materially adverse to our best interests, or (vi) willfully or
habitually neglecting the faithful performance of his or her duties;

e by either party in the event of a change in control (as defined in each employment
agreement) of National Coal Corporation (a “Change of Control”), or upon any other
material change in the financial condition or ownership of us;

e by the employee if there is a material change in the employee’s function, authority, duties,
title, compensation or responsibilities, without the employee’s consent;

e by the employee if substantial differences of opinion between such employee and the Board
or the shareholders, or other circumstances should arise that such employee, in good faith, no
longer feels that he or she can function effectively in his or her employment; or

s by the employee if there is a significant increase in the amount of travel required for the
employee to perform his or job, without such employee’s consent; or

» by the employee upon our material failure to comply with any of the provisions of the
subject employment agreement;

* by the employee, if the Board requests any other matter or circumstances made with the
intent of, or having the result of, hindering such employee in his or her duties or creating and
incentive for the employee to exercise his or her rights to terminate his or her employment.

Mr. Chmiel resides in California. Pursuant to California law, we and Mr. Chmiel may terminate
Mr. Chmiel’s employment agreement for any reason. Effective March 31, 2005, Mr. Chmiel agreed to (i)
an aggregate severance payment of $145,000, and (ii) the retention of 225,000 of previously issued but
unvested stock options as consideration for the cancellation of his employment agreement.

If the employment of any of the Executive Officers is terminated for “Good Reason” (i.e. any of
the last six reasons listed above), or we terminate the employee for reasons other than misconduct, upon
execution of a release of claims in the form attached to the subject employment agreement (except in the
case of termination due to death of the employee), he or she is entitled to receive an amount equal to his
or her base salary for a period of twenty four months after termination (unless his or her termination is
within 12 months of a Change in Control) (the “Severance Period”), insurance coverage for the same
period, and a prorated cash bonus payment for the year in which his or her employment is terminated. In
addition, during such period, such employee’s stock options shall continue to vest in accordance with the
terms of the employee’s stock option agreement for a period of up to forty eight months, and such
employee may exercise his or her vested options for a period commencing with the date of termination
and expiring one hundred and twenty (120) days following the end of the Severance Period. If any of the
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Executive Officers voluntarily terminates his or her employment with us without “Good Reason,” upon
execution of a release of claims in the form attached to the subject employment agreement, he or she is
entitled to insurance coverage for one (1) month and may only exercise any vested but exercised stock
options within one hundred twenty (120) days of the effective date of termination.

Change in Control

In the event of a Change in Control, the Board must make a determination, within six (6) months
of the effective date of the Change in Control, to either terminate any particular executive officer’s
employment or continue his or her employment.

If the employment of any of the Executive Officers is terminated for any reason other than
misconduct within twelve months of a Change in Control, he or she is entitled to receive an amount equal
to his or her base salary for a total of thirty-six (36) months after termination (the “Extended Severance
Period”), insurance coverage for the same period, and a prorated cash bonus payment for the year in
which such employment is terminated. In addition, during any Extended Severance Period, such
employee’s stock options shall continue to vest in accordance with the terms of the employee’s stock
option agreement for a period of up to forty eight months, and such employee may exercise his or her
vested options for a period commencing with the date of termination and expiring one hundred and
twenty (120) days following the end of the Extended Severance Period.

Item 11.  Security Ownership of Certain Beneficial Owners and Management and Related
Stockholder Matters

The following table presents information regarding the beneficial ownership of our common
stock as of February 23, 2005 by:

o cach of the executive officers listed in the summary compensation table;
* each of our directors;
e  all of our directors and executive officers as a group; and

e  each shareholder known by us to be the beneficial owner of more than 5% of our common
stock.

Beneficial ownership is determined in accordance with the rules of the SEC and generally
includes voting or investment power with respect to securities. Unless otherwise indicated below, to our
knowledge, the persons and entities named in the table have sole voting and sole investment power with
respect to all shares beneficially owned, subject to community property laws where applicable. Shares of
our common stock subject to options from the Company that are currently exercisable or exercisable
within 60 days of January 13, 2005 are deemed to be outstanding and to be beneficially owned by the
person holding the options for the purpose of computing the percentage ownership of that person but are
not treated as outstanding for the purpose of computing the percentage ownership of any other person.

Pursuant to the terms of Series A convertible preferred stock and warrants held by certain of the
5% or more shareholders, the maximum number of shares that may be acquired by any such shareholder
upon any exercise of its warrant or conversion of its preferred shares is limited to the extent necessary to
ensure that, following such exercise, the total number of shares of common stock then beneficially owned
by such selling shareholder and its affiliates and any other persons whose beneficial ownership of
common stock would be aggregated with the selling shareholder for purposes of Section 13(d) of the
Exchange Act, does not exceed 4.99% or, in the case of Crestview Capital Master LLC, 9.99%, of the
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total number of issued and outstanding shares of common stock then outstanding. The shares of common
stock and percentage ownership listed in this table do not reflect these contractual limitations on a
shareholder’s ability to acquire common shares upon exercise of its warrant or conversion of its preferred

shares.

The information presented in this table is based on 13,391,344 shares of our common stock
outstanding on February 13, 2005. Unless otherwise indicated, the address of each of the executive
officers and directors and 5% or more shareholders named below is c/o National Coal Corp., 8915 George

Williams Road, Knoxville, TN 37923.

Name of Beneficial Owner

Number of Shares
Beneficially Owned

Percentage of
Shares Outstanding

Executive Officers and Directors:
JON NIX (1) ettt e e
Director, President and
Chief Executive Officer

Rob Chmiel (2) ..ot
Director and Chief
Financial Officer

Charles Kite (3) vooieiiriiceie et
General Counsel

Jeanne Bowen NiX (4) cooviviiicieiiircier e
Secretary, Treasurer
and Associate Counsel

Scott FUSIIUD cvovveieieeei s
Director

William R. Snodgrass (5) oo
Operations Manager

Joseph A. Davis JI. (6).ccivceiiiiiiiiinniccire e
Vice President

Directors and officers as a group (7 persons) (7)..c...coeee.....

5% Shareholders:

Big Bend XII Investments, LP (8) ..o,
Attn: Janice Hudson
3401 Armstrong Avenue
Dallas, Texas 75205

Crestview Capital Master LLC (9) oo
95 Revere Drive, Suite A
Northbrook, Iilinois 60062

Stewart & Jennifer Flink (10} oo
Crestview Capital Master LLC
95 Revere Drive, Suite A
Northbrook, Illinois 60062

Jenco Capital Corporation (11)....ooceiieiinicnniiiie
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6,011,138

118,750

181,250

181,250

25,000
12,500
6,250

6,354,888

691,772

3,637,463

3,699,730

2,161,138

44.9%

1.4

475

5.2

27.2

27.6

16.1




Number of Shares Percentage of
Name of Beneficial Owner Beneficially Owned Shares Outstanding
Nancy Hoyt Revocable Trust (12)..cocveeivviiiiniiiiecnnns 3,829,440 28.6

Crestview Capital Master LLC
95 Revere Drive, Suite A
Northbrook, Illinois 60062

North Sound Legacy International Ltd. (13)......ccccovinnenie 1,390,497 10.4
53 Forest Avenue, Suite 202
Old Greenwich, CT 06870

Gerald J. Rubin (14) ..o 671,219 5.0
1 Helen of Troy Plz.
El Paso, Texas 79912

SDS Capital Group SPC, Ltd. (15) e 729,190 5.4
53 Forest Avenue
2nd Floor
Old Greenwich, CT 06870

*  Less than 1%

(1) Consists of (i) 3,412,500 shares of common stock, (ii) 2,161,138 shares of common stock held by Jenco Capital Corporation
over which Mr. Nix has voting and investment power, (iit) 100,000 shares of common stock held by Perdase Holdings, Inc.
over which Mr. Nix has voting and investment power, (iv) 181,250 shares of common stock beneficially owned by Mr.
Nix’s spouse, Jeanne Bowen Nix, and (v) 156,250 shares of common stock reserved for issuance upon exercise of stock
options which currently are exercisable or will become exercisable within 60 days.

(2) Consists of (i) 25,000 shares of common stock, and (ii) 93,750 shares of common stock reserved for issuance upon exercise
of stock options which currently are exercisable or will become exercisable within 60 days.

(3) Consists of (i) 150,000 shares of common stock, and (i) 31,250 shares of common stock reserved for issuance upon exercise
of stock options which currently are exercisable or will become exercisable within 60 days.

(4) Consists of (1) 150,000 shares of common stock, and (ii) 31,250 shares of common stock reserved for issuance upen exercise
of stock options which currently are exercisable or will become exercisable within 60 days. Does not include 5,879,888
shares of common stock beneficially owned by Ms. Nix’s spouse, Jon Nix.

(5) Consists of 12,500 shares of common stock reserved for issuance upon exercise of stock options which currently are
exercisable or will become exercisable within 60 days.

(6) Consists of 6,250 shares of common stock reserved for issuance upon exercise of stock options which currently are
exercisable or will become exercisable within 60 days.

(7) Consists of (i} 6,023,638 shares of common stock, and (ii) 331,250 shares of common stock reserved for issuance upon
exercise of stock options which currently are exercisable or will become exercisable within 60 days.

(8) Consists of (i) 158,461 shares of common stock, (ii) 399,991 shares of common stock that may be acquired from us upon
exercise of warrants and conversion of convertible preferred equity securities, and (iii) 133,320 shares of common stock that
may be acquired upon the exercise of warrants and conversion of convertible preferred equity securities that may be
acquired from us upon the exercise of purchase rights.

(9) Consists of (i} 2,968,135 shares of common stock, and (it) 669,328 shares of common stock that may be acquired from us
upon exercise of outstanding warrants and conversion of outstanding convertible preferred equity securities.

(10) Consists of (i) 17,107 shares of common stock, (ii) 24,991 shares of common stock that may be acquired from us upon
exercise of warrants and conversion of convertible preferred equity securities, and (iii) 3,637,463 shares of common stock
beneficially owned by Crestview Capital Master, LLC and Crestview Capital Partners, LLC over which Stewart Flink has
voting and investment power.

(11) Jon Nix exercises voting and investment authority over the shares held by this shareholder.

(12) Consists of (i) 66,808 shares of common stock, (ii) 105,000 shares of common stock that may be acquired from us upon
exercise of warrants and conversion of convertible preferred equity securities, and (iii) 3,637,463 shares of common stock
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beneficially owned by Crestview Capital Master, LLC and Crestview Capital Partners, LLC over which Robert Hoyt, Nancy
Hoyt’s husband, has voting and investment power. Nancy Hoyt exercises voting and investment authority over the shares
held by this shareholder.

(13) Consists of (i) 318,507 shares of common stock, and (ii) 1,071,990 shares of common stock that may be acquired from us
upon exercise of warrants and conversion of convertible preferred equity securities.

(14) Consists of (i) 649,219 shares of common stock, and (ii) 22,000 shares of common stock that may be acquired from us upon
exercise of warrants and conversion of convertible preferred equity securities.

(15) Consists of (i) 62,500 shares of common stock, and (ii) 666,690 shares of common stock that may be acquired from us upon
exercise of warrants and conversion of convertible preferred debt securities.

Securities Authorized for Issuance under Equity Compensation Plans

The following table sets forth certain information regarding our equity compensation plans as of
December 31, 2004.

Number of securities issued

or to be issued upon exercise Weighted-average exercise Number of securities remaining
of outstanding options, price of outstanding options, available for future issuance
warrants and rights warrants and rights under equity compensation plans

Equity compensation

plans approved by 1,448,750 $2.63 1,301,250

security holders

Equity compensation

plans not approved 375,708 $5.96 --
by security holders
Total 1,824,458 $3.32 1,301,250

Material Features of Individual Equity Compensation Plans not Approved by Stockholders

Burnham Hill Partners, a division of Pali Capital Inc., and William Blair & Company acted as
placement agents in our August 2004 private placements of debt and equity securities. For their services,
we issued to Burnham Hill Partners and William Blair & Company 2-year warrants to purchase up to
175,000 shares and 75,000 shares, respectively, of our common stock at an exercise price of $6.60 per
share.

In July 2004, we issued 3-year warrants to purchase up to 8,750 shares of common stock, with an
exercise price per share of $4.72, to Jim Steuer, an outside consultant as partial consideration for business
advisory services rendered to us during the third quarter 2004.

Dillon Capital, Inc. acted as placement agent in our April and May 2004 private placements of
senior secured promissory notes and common stock purchase warrants. For their services, we issued to
Dillon Capital, Inc. 3-year warrants to purchase up to 37,500 shares of our common stock at an exercise
price of $4.00 per share.

In April 2004, we issued 2-year warrants to purchase 25,000 shares of common stock, with an
exercise price per share of $4.80, to Michael Littman, our former attorney, as consideration for legal
services.

In April 2004, we issued 2-year warrants to purchase up to 12,500 shares of common stock, with

an exercise price per share of $4.00, to Stern Capital, a financial consulting firm as consideration for
consulting services.
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In March 2004, we issued 41,958 shares of common stock to our former Chairman of the Board
in lieu of cash compensation for services. The stock was valued at $226,573 or $5.40 per share, which
was the closing price of our common stock on the date the stock was issued.

In May 2004, we issued 75,000 shares of common stock to Cumberland Timber Company, LLC
as partial consideration for the purchase of 1,738 acres of land in Eastern Tennessee which was sold to us
for a total purchase price of $631,000. The 75,000 shares were issued at a price per share of $4.68, which
was the closing price of our stock on May 14, 2004, the date of closing for this transaction.

Item 12.  Certain Relationships and Related Transactions

Other than the employment arrangements described above in “Executive Compensation” and the
transactions described below, since January 30, 2003 (inception), there has not been, nor is there currently
proposed, any transaction or series of similar transactions to which we were or will be a party:

e in which the amount involved exceeds $60,000; and

» in which any director, executive officer, shareholder who beneficially owns 5% or more of
our common stock or any member of their immediate family had or will have a direct or
indirect material interest.

Transactions with Officers and Directors

On February 26, 2003, we acquired mining equipment and certain other intangible mining rights
and information from Strata Coal, LLC for $47,000 and the assumption of $188,875 in liabilities
consisting of trade payables and promissory notes payable to unrelated parties. Strata was owned by Jon
Nix, our President and Chief Executive Officer, and Farrald Belote, Jr., an ex-director, but is now non-
existent. On June 11, 2003, we sold the mining equipment we acquired from Strata to Jenco Capital
Corporation for $30,000. Mr. Nix is an executive officer and controlling shareholder of Jenco.

In February 2003, we borrowed $150,000 from a trust controlled by Farrald Belote, Jr. This note
accrues simple interest at an annual rate of 8% and was to mature in February 2005. In August 2003, we
extended the maturity date to February 20, 2008. All principal and unpaid interest was paid in full during
the calendar third quarter 2003.

On July 1, 2003, we sold to Jenco mineral royalty rights for coal mined on the Patterson
Mountain portion of the New River Tract assemblage for $75,156. Pursuant to this agreement, we pay
Jenco $2.00 per ton of coal mined on the property. During the six months ended December 31, 2003 and
June 30, 2004, we paid Jenco $59,572 and $75,106, respectively, pursuant to this agreement.

On August 1, 2003, we sold to Jenco our interest in mineral royalty rights we received from U.S.
Coal, Inc. for coal mined on the Smokey Mountain portion of the New River Tract assemblage for
$250,000. Pursuant to this agreement, Jenco receives royalty payments from U. S. Coal, Inc. for coal it
mines on the property.

On June 30, 2003, we assigned to Jon Nix and Farrald Belote, a ten-year, $0.25 per ton royalty
interest on all the coal sold from the New River Tract assemblage. Pursuant to this agreement, if we sell
any mineral properties on the New River Tract assemblage prior to end of the ten-year period, we must
settle the remaining royalty obligation by paying 12 1/2% of the sales price to each of Messrs. Nix and
Belote. Pursuant to our sales of mineral property rights to Jenco in July and August 2003, we incurred an
obligation to pay an aggregate of $81,289 to Messrs. Nix and Belote under this agreement. In February
2004, Messrs. Nix and Belote each agreed to permanently cancel this agreement.
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We borrowed an aggregate of $315,000 from Jenco from August 2003 through January 2004, and
we borrowed $105,000 from Jon Nix in December 2003. Each of these loans was evidenced by a note
payable which accrued simple interest at an annual rate of 8% and was payable on demand. These loans
were paid in full during the first six months of 2004.

During 2003, we paid the law firm of Kite, Bowen & Associates, PA a total of $45,000 for
professional services rendered to us. Charles Kite, a former director and our current General Counsel,
and Jeanne Bowen Nix, our Secretary and Treasurer and Assistant Counsel, were partners of this law
firm.

In October 2004, we borrowed $10,000 from our Chief Financial Officer and $40,000 from our
Operations Manager, which amounts were repaid in December 2004. These loans accrued simple interest
at an annual rate of 8%.

Transactions with 5% Beneficial Shareholders
February 2004 Private Placement

In February 2004, we sold an aggregate of 1,250,000 shares of our common stock in a private
placement, at a price of $2.20 per share. Crestview Capital Master, LLC purchased 650,000 of the
1,250,000 shares, Gerald Rubin purchased 500,000 of the shares, and two additional investors each
purchased 50,000 of the shares.

Senior Secured Debt Financing

In April and May 2004, we raised in separate transactions gross proceeds of $7.5 million pursuant
to a series of separate private placements of senior secured promissory notes that mature in April and May
2005 and three-year warrants to purchase up to an aggregate of 625,000 shares of our common stock at an
exercise price of $4.00 per share. The notes were secured by all of our coal mining assets, and had an
interest rate of 12% for the first three months, 15% for the second three months and 18% thereafter.
Interest was payable quarterly. The senior secured promissory notes were repaid in full in August and
September 2004, at which time we issued 395,396 shares of our common stock upon the exercise of the
warrants by the investors, including Crestview Capital Master LLC, Stewart R. Flink, and Nancy Hoyt
Revocable Trust. All of the warrants were exercised on a cashless basis with the exception of 25,000
shares for which we were paid $100,001. Crestview Capital Master LLC, Stewart R. Flink, and Nancy
Hoyt Revocable Trust received an aggregate of 81,879 shares of our common stock in this transaction.

August 2004 Private Placements
Series A Convertible Preferved Stock Financing

On August 31, 2004, we sold $16,030,000 of Series A convertible preferred stock and common
stock purchase warrants in private placement financings in separate transactions. We issued a total of
1,068.67 shares of Series A convertible preferred Stock, at $15,000 per share, for cash consideration of
approximately $11.3 million and cancellation of $4.725 million of our senior secured promissory notes.
Each share of Series A convertible preferred stock is convertible into 2,500 shares of common stock. For
each share of Series A convertible preferred stock, the investors also were issued two-year warrants to
purchase 500 shares of common stock at an exercise price of $8.40 per share. We sold these securities in
separate transactions to the following investors who are also 5% beneficial holders of our common stock:
Big Bend XII Investment, LP, Crestview Capital Master LLC; Stewart & Jennifer Flink; Nancy Hoyt
Revocable Trust; North Sound Legacy International Ltd. and Gerald J. Rubin.
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Of these investors, Crestview Capital Master LLC; Stewart & Jennifer Flink; and Nancy Hoyt
Revocable Trust were holders of our senior secured debt, which debt was repaid from proceeds from the
financing.

Convertible Debt Financing

On August 31, 2004, we issued $3,000,000 of convertible promissory notes to Crestview Capital
Master LLC and SDS Capital Group SPC, Ltd. Prior to maturity, the convertible promissory notes may
be converted into units consisting of our Series A convertible preferred stock and common stock purchase
warrants, at a price of $15,000 per unit. Each unit consists of one share of Series A convertible preferred
stock and two-year warrants to purchase up to 500 shares of common stock at an exercise price of $8.40
per share. The convertible promissory notes bear interest at a rate of 8% per annum and have a term of
nine months.

In December 2004, Crestview Capital Master LL.C and SDS Capital Group SPC, Ltd. converted
the $3,000,000 of convertible promissory notes into 200 shares of Series A convertible preferred stock
and warrants to purchase up to 100,000 shares of common stock. Crestview Capital Master LLC received
33,330 of such shares of Series A convertible preferred stock and warrants to purchase up to 16,650
shares of common stock.

Preferred Stock and Warrant Purchase Rights

Investors who paid cash consideration in either the Series A convertible preferred stock financing
or convertible debt financing also received the right to purchase additional units of Series A convertible
preferred stock and common stock purchase warrants. Each of these investors can purchase, at a price of
$15,000 per unit, up to a number of units with an aggregate purchase price equal to 33.33% of the amount
invested in the initial financing. Each unit consists of one share of Series A convertible preferred stock
and two-year warrants to purchase up to 500 shares of common stock at an exercise price of $8.40 per
share. The purchase rights must be exercised no later than ninety days following the effective date of the
registration statement of which this prospectus is a party. The holders of convertible promissory notes
may exercise this additional purchase right only if they convert their promissory note in full.

In December 2004, we issued 174.66 shares of our Series A convertible preferred Stock and
Warrants to purchase 87,330 shares of our Common Stock, upon the exercise by certain holders of
purchase rights received in our August 2004 Series A convertible preferred Stock Financing. Crestview
Capital Master LLC, North Sound Legacy International Ltd. and Gerald Rubin received, in the aggregate,
128.33 shares of our Series A convertible preferred stock and warrants to purchase 64,146 shares of our
common stock upon their exercise of such purchase rights.

Also in December 2004, we issued 66.67 shares of our Series A Preferred Stock and Warrants to
purchase 33,335 shares of our Common Stock upon exercise by certain holders of purchase rights
received in our August 2004 debt financing. Crestview Capital Master LLC received 11.11 shares of our
Series A convertible preferred stock and warrants to purchase 5,555 shares of our common stock upon its
exercise of such purchase rights.

Sale of Common Stock by Director

Concurrently with the closing of the Series A convertible preferred stock and convertible
promissory note financings in August 2004, the investors in those transactions also purchased a total of
1,345,069 shares of common stock from Farrald Belote, a director of ours, for total proceeds to
Mr. Belote of $3,467,180. The purchasers of convertible preferred stock acquired a total of 1,270,069

82




shares at price of $2.60 per share, and the purchasers of convertible promissory notes acquired 75,000
shares at a price of $2.20 per share.

" Registration Rights Agreement

In connection with the August 31, 2004 private placement financings, we entered into separate
registration rights agreements with the investors. Pursuant to the separate registrant rights agreements, we
agreed to file a registration statement registering the resale by the investors of all of the shares of common
stock issuable upon conversion of preferred shares and exercise of warrants, including preferred shares
and warrants issuable upon conversion of the convertible promissory notes and exercise of the purchase
rights. We agreed to keep the registration statement effective until the earlier of the date on which all of
the common shares have been sold and the date that all the common shares may be sold by the investors
pursuant to Rule 144(k) under the Securities Act. Pursuant to the separate registration rights agreements,
we filed with the SEC a registration statement on Form of which this prospectus 1s a part to register for
resale the shares of common stock identified above, and each of the investors in the private placement
financings is identified as a selling shareholder in this prospectus.

Crestview Capital Master, LLC

In February 2004, Crestview Capital Master, LLC, an entity controlled by Crestview Capital
Funds, purchased four outstanding notes payable of ours, from an unrelated party, in the aggregate
principal amount of $3,465,200. Concurrent with its purchase of these notes, Crestview agreed to extend
the maturity date on all four notes to March 25, 2005 and to modify certain provisions. These notes bear
interest at an annual rate of 12%. Two of the notes, in the aggregate principal amount of approximately
$3.2 million, are convertible into our common stock at a price of $2.00 per share. Crestview also
purchased common stock purchase warrants from the original debt holder, which warrants had been
issued by us as additional consideration for the convertible notes. The warrants allow Crestview to
purchase up to 399,312 shares of our common stock at a price of $2.20 per share, and expire on March 25,
2005. Two of the notes payable dated September 25 and September 30, 2003 in the aggregate principal
amount of $270,314, were paid in full in December 2004. With respect to the convertible notes:

¢ On March 31, 2004, we issued to Crestview 80,346 shares of common stock upon
conversion of $160,693 of accrued interest;

o In April 2004, we issued to Crestview 250,000 shares of common stock upon conversion of
$500,000 of principal; .

e In October 2004, we issued to Crestview 1,347,451 shares of common stock upon
conversion of the remaining $2,694,902 of principal of the convertible debentures; and

e [n October 2004, we issued to Crestview 399,312 shares of common stock upon exercise of
common stock purchase warrants, for a total proceeds to us of $878,487.50.

In February 2004, we sold an aggregate of 1,250,000 shares of our common stock in a private
placement, at a price of $2.20 per share. Crestview Capital Master, LLC purchased 650,000 of the
1,250,000 shares.

Crestview Capital Master, LLC invested in our April and May 2004 senior secured debt
financings and acquired $1,000,000 in principal amount of promissory notes and warrants to purchase
83,333 shares of common stock. Additionally, we paid Dillon Capital, Inc., an affiliate of Crestview
Capital Master, LLC, a placement agent fee of $285,000 and warrants to purchase 37,500 shares of
common stock with an exercise price of $4.00 per share as consideration for services in this transaction.
This indebtedness was repaid in full in August and September, 2004.
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Crestview Capital Master, LLC invested in one of our August 2004 Series A convertible
preferred stock and warrant financings, and acquired 150.67 shares of Series A convertible preferred
stock and warrants to purchase 75,335 shares of common stock, for which Crestview paid $1,260,000 in
cash and cancelled $1,000,000 in principal amount of indebtedness. Additionally, Crestview invested in
our August 2004 convertible promissory note financing and acquired $500,000 in principal amount of
notes, which notes were subsequently converted into 33.33 shares of Series A convertible preferred stock
and warrants to purchase up to 16,665 shares of common stock. In December 2004, Crestview exercised
the additional purchase rights granted in the August 2004 financings and acquired 39.11 shares of our
Series A convertible preferred stock and warrants to purchase 19,555 shares of our common stock for
gross proceeds to us of approximately $586,650.

Item 13. Exhibits

The following exhibits are filed herewith:

Exhibit
Number Exhibit Title
2.1 Agreement and Plan of Reorganization dated as of April 11, 2003 among Southern Group
International, Inc., National Coal Corp., and certain subscribing shareholders of National
Coal Corp. (1)
2.2 Share Purchase Agreement dated as of March 28, 2003 among, Surinder Rametra, Southern
Group International, Inc., and National Coal Corporation. (1)
3.1 Articles of Incorporation of National Coal Corp. dated August 8, 1995. (2)
3.1.1 Articles of Amendment to the Articles of Incorporation of National Coal Corp. dated August
10, 1995. (2)
3.1.2 Articles of Amendment to the Articles of Incorporation of National Coal Corp. dated
January 4, 1996. (2)
3.1.3 Articles of Amendment to the Articles of Incorporation of National Coal Corp. dated July
17,2003, filed August 4, 2003. (3)
3.14 Articles of Amendment to the Articles of Incorporation of National Coal Corp. dated August
27,2004, filed August 31, 2004. (8)
3.1.5 Articles of Amendment to the Articles of Incorporation of National Coal Corp. dated
January 10, 2005, filed January 12, 2005. (8)
3.2 ‘Amended and Restated Bylaws of National Coal Corp. (8)
4.1 Amended and Restated 2004 National Coal Corp. Option Plan. (8)*
10.1 Form of Indemnification Agreement of Registrant. (8)
10.2 Asset Purchase and Sale Agreement dated April 15, 2004 by and among U.S. Coal, Inc.,
New River Processing, Inc. and National Coal Corporation. (5)
10.3 Asset Purchase Agreement by and between National Coal Corporation and Robert Clear
Coal Corporation dated October 26, 2004. (8)
104 Coal Supply Agreement by and between National Coal Corporation and East Kentucky

Power Cooperative, Incorporated dated October 6, 2004. Portions of this exhibit have been
omitted pursuant to a request for confidential treatment and have been filed separately with
the United States Securities and Exchange Commission. (7)
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Exhibit

Number

10.5

10.6

10.7

10.8

10.9

10.10

10.11

10.12

10.13

10.14

10.15

10.16

10.17

10.18

Exhibit Title

Purchase and Sale Agreement by and between Appalachian Fuels LLC and National Coal
Corporation dated November 26, 2004. (8)

Credit Agreement by and between National Coal Corporation and D.B. Zwirn Special
Opportunities Fund, L.P. as lender, and administrative agent for the lenders dated November
26, 2004. (8)

Mineral Rights Purchase and Sale Agreement by and between National Coal Corporation
and The Brimstone Co. dated December 6, 2004. (8)

Form of Note and Warrant Purchase Agreements dated April 15, 2004, including Form of
Secured Promissory Note and Form of Common Stock Purchase Warrant attached as
exhibits thereto. (5)

Security and Pledge Agreement dated April 15, 2004, by and among National Coal Corp.,
National Coal Corporation and Stewart Flink, as agent for himself and the holders of
secured promissory notes. (5)

Subordination Agreement dated April 15, 2004, made by Crestview Capital Master, LLC in
favor of Stewart Flink, as agent for himself and the holders of secured promissory notes. (5)

Preferred Stock and Warrant Purchase Agreement by and between National Coal Corp. and
the persons listed on Schedule I thereto, with respect to Registrant’s Series A Cumulative
Convertible Preferred Stock and Warrants to Purchase Common Stock dated August 31,
2004, including Form of Warrant. (8)

Investor Rights Agreement by and between National Coal Corp. and the Purchasers listed on
Schedule 1 thereto, dated August 31, 2004. (8)

Preferred Stock and Warrant Purchase Agreement by and between National Coal Corp. and
CD Investment Partners, Ltd., with respect to Registrant’s Series A Cumulative Convertible
Preferred Stock and Warrants to Purchase Common Stock dated August 31, 2004. (8)

Warrant, dated August 31, 2004, issued by National Coal Corp. to CD Investment Partners,
Ltd. pursuant to the Preferred Stock and Warrant Purchase Agreement by and between
National Coal Corp .and CD Investment Partners, Ltd., with respect to Registrant’s Series A
Cumulative Convertible Preferred Stock and Warrants to Purchase Common Stock dated
August 31, 2004. (8)

Investor Rights Agreement by and between National Coal Corp. and CD Investment
Partners, Ltd. dated August 31, 2004. (8)

Note Purchase Agreement by and between National Coal Corp. and the persons listed on
Schedule I thereto, with respect to Registrant’s 8% Convertible Promissory Notes dated
August 31, 2004, including Form of 8% Convertible Promissory Note and Form of Common
Stock Purchase Warrant. (8)

Investor Rights Agreement by and between National Coal Corp. and Crestview Capital
Master, LLC and SDS Capital Group SPC, Ltd. dated August 31, 2004. (8)

Amended Employment Agreement by and between National Coal Corporation and Jon E.
Nix dated October 1, 2004. (8)*
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Exhibit
Number Exhibit Title
10.19 Amended Employment Agreement by and between National Coal Corporation and Robert
Chmiel dated October 1, 2004. (8)*
10.20 Amended Employment Agreement by and between National Coal Corporation and Charles
W. Kite dated September 16, 2004. (8)*
10.21 Amended Employment Agreement by and between National Coal Corporation and Jeanne
L. Bowen-Nix dated September 16, 2004. (8)*
10.22 Amended Employment Agreement by and between National Coal Corporation and Joseph
A. Davis, Jr. dated September 16, 2004. (8)*
10.23 Amended Employment Agreement by and between National Coal Corporation and William
R. Snodgrass dated October 1, 2004. (8)*
10.24 Convertible Promissory Note issued by National Coal Corporation to The Webb Group in

the amount of $1,503,016.67, as amended, dated March 25, 2003. (6)

10.25 Convertible Promissory Note issued by National Coal Corporation to The Webb Group in
the amount of $1,691,885.67 dated March 25, 2003. (6)

10.26 Promissory Note issued by National Coal Corporation to Webb Group Financial Services,
Inc. for $75,000 dated September 25, 2003. (6)

10.27 Promissory Note issued by National Coal Corporation to Webb Group Financial Services,
Inc. for $195,314.30 dated September 30, 2003. (6)

10.28 Warrant to purchase 751,500 shares of common stock issued by National Coal Corporation
to Webb Financial Group, Inc. dated March 25, 2003. (6)

10.29 Warrant to purchase 845,750 shares of common stock issued by National Coal Corporation
to Webb Financial Group, Inc. dated March 25, 2003. (6)

10.30 Amendment to Warrant to purchase 751,500 shares of common stock issued by National
Coal Corporation to Webb Financial Group, Inc. dated February 26, 2004. (6)

10.31 Warrant to purchase 845,750 shares of common stock issued by National Coal Corporation
to Webb Financial Group, Inc. dated February 26, 2004. (6)

14.1 National Coal Corp. Code of Ethical Conduct.

21.1 Subsidiaries of National Coal Corp. (8)

23.1 Consent of Gordon, Hughes & Banks, LLP.

311 Certification of Principal Executive Officer pursuant to Securities Exchange Act Rules 13a-
14(a) and 15d-14(a) as adopted pursuant to section 302 of the Sarbanes-Oxley Act of 2002.

31.2 Certification of Principal Financial Officer pursuant to Securities Exchange Act Rules 13a-
14(a) and 15d-14(a) as adopted pursuant to section 302 of the Sarbanes-Oxley Act of 2002.

32.1 Certification of Principal Executive Officer and Principal Financial Officer pursuant to 18
U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of
2002.

(1) Incorporated by reference to our Current Report on Form 8-K (dated April 22, 2003), filed April 29, 2003.
(2) Incorporated by reference to our Registration Statement on Form 10-SB filed June 25, 1999.
(3) Incorporated by reference to our Current Report on Form 8-K (dated August 7, 2003) filed August 7, 2003.
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(4) Incorporated by reference to our Quarterly Report on Form 10-Q for the Quarterly Period ending June 30, 2004,
fited August 13, 2004.

(5) Incorporated by reference to our Current Report on Form 8-K (dated April 15, 2004), filed April 29, 2004,

(6) Incorporated by reference to our Current Report on Form 8-K (dated March 1, 2004), filed March 2, 2004.

(7) Incorporated by reference to our Quarterly Report on Form 10-Q for the Quarterly Period ending September 30,
2004, filed November 18, 2004.

(8) Incorporated by reference to our Registration Statement on Form SB-2 (File No. 333-120146).

* Indicates a management contract or compensatory plan.

Item 14.  Principal Accountant Fees and Services

Gordon, Hughes & Banks, LLP is our principal independent accounting firm. All audit work was
performed by the full time employees of Gordon, Hughes & Banks, LLP. Our board of directors does not
have an audit committee. The functions customarily delegated to an audit committee are performed by
our full board of directors. Our board of directors approves in advance, all services performed by
Gordon, Hughes & Banks, LLP. Our board of directors has considered whether the provision of non-
audit services is compatible with maintaining the principal accountant’s independence, and has approved
such services.

Audit Fees
Fees for audit services totaled approximately $53,100 and $46,700 for the years ended December
31, 2003 and 2004, respectively, including fees associated with the annual audit, and reviews of our
quarterly reports on Form 10-QSB.
Audit-Related Fees
Fees for audit-related services totaled approximately $2,600 and $9,500 for the years ended
December 31, 2003 and 2004, respectively. Audit-related services principally include due diligence in
connection with acquisitions, financing transactions, and accounting consultations.

Tax Fees

Fees were incurred totaling approximately $5,500 and $0 during the years ended December 31,
2003 and 2004, respectively for tax services, including for tax compliance, tax advice and tax planning.

All Other Fees

No other fees were incurred during the years ended December 31, 2003 and 2004 for services
provided by Gordon, Hughes & Banks, LLP, except as described above.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
Registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly
authorized.

NATIONAL COAL CORP.

Date: March 30, 2005 /s/ Robert Chmiel
By: Robert Chmiel
Its: Chief Financial Officer
(Principal Financial and
Accounting Officer)

POWER OF ATTORNEY

The undersigned directors and officers of National Coal Corp. do hereby constitute and appoint
Jon Nix and Robert Chmiel, and each of them, with full power of substitution and resubstitution, as their
true and lawful attorneys and agents, to do any and all acts and things in our name and behalf in our
capacities as directors and officers and to execute any and all instruments for us and in our names in the
capacities indicated below, which said attorney and agent, may deem necessary or advisable to enable
said corporation to comply with the Securities Exchange Act of 1934, as amended and any rules,
regulations and requirements of the Securities and Exchange Commission, in connection with this Annual
Report on Form 10-KSB, including specifically but without limitation, power and authority to sign for us
or any of us in our names in the capacities indicated below, any and all amendments (including post-
effective amendments) hereto, and we do hereby ratify and confirm all that said attorneys and agents, or
either of them, shall do or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed
below by the following persons on behalf of the Registrant and in the capacities and on the dates
indicated.

Name Title Date
/s/ Jon Nix President and Chief Executive March 30, 2005
Jon Nix Officer and Director

{Principal Executive Officer)

/s/ Robert Chmiel Chief Financial Officer and Director March 30, 2005
Robert Chmiel (Principal Financial Officer)

/s/ Scott Filstrup Director March 30, 2005
Scott Filstrup
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CHAIRMAN'S LETTER
Dear Shareholders,

2004 was a landmark year in accomplishing our goal of defining ourselves as one of
the feading coal producers in the Appalachian Region. Our accomplishments have
maximized the advantages we offer shareholders, employees and the community
in which we reside. In a short period of time we have achieved remarkable growth
with the result being a strong platform for continued success.

Our track record speaks for itself. Last year, we went from operating just one mine
to operating six mines and established relationships within our targeted customer
base that reveal our capacity to become one of the region's largest suppliers.

The key to our triumph was the successful execution of our acquisition strategy
which put five additional mines in production and yielded permits for additional
operations that will go online in 2005. The success of these transactions resulted
in increases in tonnage sold and tonnage produced. In addition, our capital raising
activities resulted in a significantincrease in shareholder value, a figure that climbed
from $2.9 million as of December 31, 2003 to $18.6 million as of December 31,
2004

Our new production capacity also afforded us the opportunity to secure new supply
contracts with established utility and industrial customers that boasted an average
life span of one year or greater and the sale of approximately $125 million of coal
through 2008. All of this means that from now until 2008, we have secured contracts
to supply more than 2.4 million tons of coal.

Our strategic planning, these contracts, our acquisitions, and the financing that
generated approximately $38 million in 2004, have put us in a great position to
strengthen ourbafance sheet, optimize assets and create future growth opportunities
we can all count on in 2005 and beyond.

Behind the scenes of our well-orchestrated plan is a group of experienced and
seasoned industry veterans that, combined, have more than 200 years of experience
building coal mining operations like ours. The significant contributions made by this
team including Rob Chmiel, former CFQ, and Farrald G. Belote, Jr., former director,
can be credited with all of our positive achievements to-date.

Our tradition of strong leadership will continue as we welcome four new board
members, Robert Heinlein, Scott Filstrup and Ken Scott, as well as board member
and new CFO, Mark Oldham. We look forward to significant increases in production
through the addition of new mining opportunities and to securing additional long-
term supply contracts over the next year, further supporting our sustained growth.

Like our past, our future is bright with possibilities.
Sincerely,

Jon Nix
President, CEO and Chairman of the Board
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